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Depreciation and Obsolescence 


AS GOVERNED BY FEDERAL INCOME TAX 
REGULATIONS 


By Henry B. Fernatp, C.P.A. 


The latest regulations of the treasury department make a more 
consistent set of rulings regarding depreciation and obsolescence 
than have existed heretofore with regard to such deductions on 
income tax returns. In some cases they are merely a re-statement 
of prior regulations, but to some extent they make a change in 
what had been required by prior regulations. 

The general spirit of the regulations as set forth in article 127 
seems to be that all expenses incidental and necessary to the 
creation or production of the gross income, or properly charge- 
able against it, are deductible from the gross income, but that 
the expenses must be deducted from the income of the year to 
which they relate, and the expenses of one year cannot be used to 
reduce the income of a subsequent year. The regulations as now 
stated seem intended to reach a fair determination in each case. 
It does not seem to be so much a matter of taking advantage of, 
or being bound by, technicalities in the wording used, as it is of 
presenting a fair statement of depreciation which will accord with 
the general principles there stated. The following points are 
practicularly to be noted: 

Special provision is made in articles 127 and 128 that the only 
charges which can be deducted are those applicable to the current 
year; that charges of a prior year cannot be deducted from the 
income of this year but that it will be permissible to make amended 
returns for such prior years and claim a refund for any taxes 
previously overpaid. 
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The distinction is made between the ordinary repairs which 
do not add to the value of the property nor appreciably prolong 
its life, and are properly chargeable as expenses, and the repairs, 
additions and betterments which are chargeable against deprecia- 
tion. This seems substantially the same distinction which we, as 
accountants, have been in the habit of making; viz., that there 
should be charged to expenses the ordinary current expenditures 
for repairs and minor replacements, including replacements of 
any parts of machines which are continually wearing out and must 
frequently be replaced. Depreciation is intended to spread, 
equitably over the life of the equipment, its original cost, and also 
the cost of such renewals and replacements as are only required 
at extended intervals, which, if charged directly into expenses 
when made, would result in one period bearing more and another 
period bearing less than its fair share of the cost. 


The distinction is made between the amount deductible as 
depreciation, representing the loss occurring during the year from 
wear and tear due to the use to which the property is put (article 
159), and the loss due to voluntary removal or .demolition of 
buildings, scrapping of old machinery, etc. (article 155). Per- 
haps the most important feature to note in article 155, and again 
in article 162, is that when equipment is scrapped, etc., the amount 
to be charged off will be the difference between the original cost, 
less salvage, and “the amount of depreciation previously charged 
off or which should have been charged off in prior years.” It would, 
therefore, be not so much the question of what amount had actually 
been charged off in previous years as the question of what amount 
should have been so charged off. 

This would not necessarily mean that, merely because depre- 
ciation had been charged from year to year on all plant and equip- 
ment at perhaps a flat 5 per cent. rate, such rate contemplated that 
all machinery and equipment would have a twenty-year life. Part 
of the plant might have a ten-year life and part a thirty-year life. 
Pending the determination of the exact depreciation rate which 
should be charged in view of the varying life of the property, it 
would seem that we should consider that the 5 per cent. rate has 
been sufficient to average the rates on the entire plant. If, there- 
fore, machinery which would fairly be considered to have a ten- 
year life was scrapped after five years’ service, it would be reason- 
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able to assume that the depreciation reserves already provided 
would so far as this equipment was concerned, represent 50 per 
cent. of the cost of such equipment. This would mean charging 
one-half of such cost against the depreciation reserve, and the 
balance would represent the loss to be charged off for the year in 
which the equipment was scrapped. 

As to the equipment now scrapped which had perhaps been in 
service for some years before depreciation was charged, a some- 
what different question would arise. Under the regulations, article 
155, the deductible loss would only be “so much of the original 
cost, less salvage, as would have remained unextinguished had a 
reasonable allowance been charged off for depreciation during each 
year prior to its destruction.” This would clearly indicate that, 
for a machine having a normal ten-year life which had been in use 
seven years and is now scrapped, we could only deduct as a loss the 
30 per cent. which would remain if depreciation had been prorated 
over the entire life of the property. 

If depreciation had only been charged during five of the prior 
seven years, there would be no question that, strictly speaking, 
we should only make a proper charge against the depreciation 
reserves of the depreciation for the five years during which such 
reserves had been set up—50 per cent. of the cost would be charged 
against the depreciation reserve already set up, and the remaining 
20 per cent. would become a charge against surplus, to represent 
the amount which should have been set up as a depreciation reserve 
during the first two years of the life of the machine during which 
such reserves were not in fact created. There are cases, however, 
where it might be difficult or unfair to apply this rule strictly. 
Perhaps the failure to set up depreciation reserves earlier had been 
because all renewals and replacements made during those years 
had been charged directly against operations ; and a review of the 
facts may indicate that the charges thus made were substantially 
in the amount of depreciation chargeable against such years. 

Another case would be where the early use of the equipment 
had been during the construction period and as an incident to 
construction, while the depreciation of such equipment—as, for 
example, a power plant during the construction period—should, 
strictly speaking, have been shown as a part of the construction 
cost. If the accounts had not been so handled, it would seem 
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unnecessary at this late date to attempt to re-open them. We 
would probably be justified in charging against the depreciation 
reserves to date the entire amount which should have been written 
off on such plant equipment. If the depreciation rates now being 
used were not sufficient to care for the depreciation of the entire 
plant and equipment during its probable useful life, we would 
probably be justified in refiguring the rate, provided, of course, 
that this was not merely a method of concealing a failure to make 
proper provision for depreciation during earlier years, with the 
result of throwing an unfair burden on the present. It is unneces- 
sary to say that if existing reserves are not sufficient to cover fairly 
the depreciation which has actually been suffered by the plant and 
equipment in the past, the necessary reserves should be created 
irrespective of any consideration of tax requirements and regula- 
tions. Any reserve now created to provide for depreciation 
reserves which should have been set up during prior years would 
not of course be properly chargeable against the current year’s 
income, but would only form the basis for amended returns for 
such prior years, provided they cover the period during which the 
income tax or the corporation tax was in effect. 

One difficulty to be faced is that, where the prior records are 
not in the best of shape, it may not be possible to make the neces- 
sary review and re-adjustment of plant accounts in the time which 
remains before the tax returns must be filed. In such cases appar- 
ently all that can be done is to make a conscientious effort to arrive 
at the fair amount, which in accordance with the spirit of these 
regulations would be chargeable against 1917 income. The ques- 
tion of general re-adjustment of the accounts should then be taken 
up, and the records should be placed on a consistent and proper 
basis, submitting amended returns for prior years if need be, but 
in any event having them so stated that they will form a clear basis 
for future deductions for depreciation and losses. 

It may, of course, prove necessary and desirable to revise the 
depreciation rate from time to time according to the best informa- 
tion obtainable. In article 165 provision is made for a reduction in 
the rate applicable to future years in case the life of the property 
has been underestimated or the rate of deterioration overestimated. 
It would only be fair to assume that conversely a readjustment of 
rates should be made when and if it is found that the rate of 
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deterioration has been underestimated. The readjustment of such 
rates would naturally presuppose that the rates originally fixed had 
been determined upon in good faith as being a fair measure of the 
depreciation of the property, and that the readjustment later made 
was due to later obtaining a more definite knowledge of the actual 
life of the property and the rates required. 

Provision is made in article 170 for depreciation of plant and 
equipment on the basis of its useful life in connection with oil and 
gas properties. This same provision is not stated with regard to 
mining properties or timber lands, but would seem naturally appli- 
cable in any case where the probable life of a mine or other prop- 
erty was less than that of the plant and equipment considered by 
itself. This provision would, of course, have no importance where 
there is reason to believe that the mine has a longer life than that 
of the plant and equipment, in which case the natural life of the 
plant and equipment would be the basis of depreciation. 

The regulations all assume that depreciation will be on a time 
basis, that is, that the depreciation should be spread in equal 
annual amounts over the life of the property. In many cases, 
however, it is much fairer to charge depreciation on the basis of 
the tonnage handled rather than on the years of life. Although 
no provision is made in the regulations for using such method of 
depreciation, it would seem to be entirely in accord with their spirit 
to use this basis in those cases where it was manifestly the fairest 
and most equitable measure of depreciation which could be found. 

The new regulations do not provide for charging expenditures 
for replacements (except incidental repairs, etc.) against opera- 
tions, but plan that the original investment in plant or equipment 
which is dismantled or abandoned should be written off, either as a 
charge against depreciation reserves previously set up or as a loss, 
and that the new expenditures should be added to capital account. 

The whole spirit of the present regulations seems to be to allow 
as a deduction from income all costs incident to producing such 
income, including a fair allowance which will cover the cost of the 
plant and equipment to be equitably prorated over its probable 
useful life. The essential point seems to be that these charges shall 
be determined in a fair and businesslike way. The most important 
difference between what is admitted under the income tax and what 
is good business and accounting procedure is that from a business 
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standpoint it is often desirable to create reserves sufficient to meet 
any probable future contingencies, whereas the income tax regula- 
tions do not admit of such charges except when and as such con- 
tingencies actually occur. 


The annual depreciation charge is to be based on depreciation 
figured on the probable useful life. If, then, obsolescence occurs, 
and the equipment is dismantled or abandoned, the obsolescence 
charge can only be taken when the obsolescence occurs. An annual 
charge to provide for meeting a contingency which may occur in 
the future is not admitted under the income tax regulations. 

The above is an outline of some of the more important features 
of the rulings as we understand them. Rulings themselves merit 
careful study. 

Our advice to our clients will be that every effort should be 
made to meet the spirit of these regulations, and to charge against 
each year’s income only what is fairly chargeable as “incidental and 
necessary to the creation or production of the gross income” of that 
year, but that they are not presenting the fair and proper statement 
of their accounts unless they are making the fair charges for 
depreciation. We shall of course recommend that the depreciation 
charges made on their books should be in accord with those shown 
on the income tax return, because otherwise interminable confusion 
will arise. There will be cases, however, in which we would 
recommend that reserves be created on the books to provide for 
contingencies, such as the obsolescence or abandonment of plant 
and equipment through improvements in the art, through build- 
ings becoming unserviceable because of changes in surrounding 
conditions, etc. While the reserves thus set up for such contin- 
gencies may not properly be deductible as such on the income tax 
returns, but such deductions may only be made when the contin- 
gencies occur, we nevertheless feel that there are many cases where 
the accounts cannot be conservatively and properly stated without 
having such reserves created upon the books. 

In some cases it might be desirable to state these as “surplus 
reserves for contingencies” or other similar designation, so as to 
indicate that while we are making a distinction in our accounts 
between the free surplus available for dividends and the surplus 
which we feel should be reserved against contingencies, the 
accounts will, however, show that we consider this to be a surplus 
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which is at present used and employed in the business, and as such 
should be considered as invested capital under the excess profits 
tax law. 

Some confusion seems to have been created by the extent to 
which the regulations have from time to time referred to deprecia- 
tion reserves as being a “fund.” The department never seems 
entirely to have abandoned this idea, but has modified the original 
contention regarding it. The statements made in article 161 seem 
from an accounting standpoint merely to have the effect of requir- 
ing that depreciation must be entered upon the books and that 
dividends should not be declared to the extent of impairing the 
capital unless provision is made on the books for showing a reduc- 
tion in the capital invested. 

In any consideration of depreciation or other factors involved 
in questions of taxation, it is important to remember that treasury 
decisions are after all merely attempts on the part of the treasury 
department to set forth the meaning and intent of the law. In most 
cases, the decisions are given with some particular condition in 
mind, and it is hardly possible that the wording used in any decision 
should be considered applicable to every possible case which may 
arise. Treasury decisions are subject to amendment and reversal, 
in the future, as they have been in the past, both by the department 
itself and by the courts. The law itself is what must control, and 
the feeling of today is that the meaning and intention of the law, 
rather than its exact wording, should receive primary considera- 
tion. We therefore feel strongly that reliance should not be placed 
on some technicalities of wording of the law or regulations, but 
that the accounts should be fairly and properly stated, in a con- 
sistent manner from year to year, in accord with the spirit of the 
law, so that irrespective of technicalities of wording, they will 
always furnish a basis which we can claim honestly and fairly 
reflects the income for the year. 
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Is Interest on Invested Capital a Cost? 


By Witti1aMm B. Castenuoxz, C.P.A. 


It will be readily admitted by all contenders on the much mooted 
question, “Is interest on capital an element of cost?” that interest 
actually paid or incurred for current financing of any business is 
not a cost of production or of operations but that it must be 
regarded as a part payment out of net income from operations. 
In other words, if a concern is not able to provide itself with 
current working capital in order to operate, it must appeal to 
external sources for aid and share with them some of its profits. 
Financing of this kind cannot possibly be conceived as having an 
effect on operating costs. If one borrows money to pay labor, 
the interest on the loan does not increase the labor cost of pro- 
duction ; if money is borrowed for the purpose of buying material, 
material costs are not thereby increased or affected (in fact, where 
the purchase is on a declining market costs might actually be 
reduced), or, if a loan is made to expand the sales, the cost of 
that expansion is not affected by the interest item. All these 
things being true, the net profits from operations are not affected 
by interest paid or incurred for current operating or working 
capital and the interest expense is therefore a deduction or a 
division of net profits from operation—in short, a payment of 
part of these profits to others for the use of outside capital. This 
payment is in the nature of a penalty on the borrower for 
not possessing sufficient working capital properly to conduct his 
business. 

Apparently there is no serious objection to the above inter- 
pretation of interest paid on borrowed money. Practically ail 
accountants are agreed upon this point and that agreement is 
reflected in their form of profit and loss statement, which is 
generally prepared as follows (in summary) : 


Sales (net) Diacsas 
Deduct—Cost of sales = qj —— «seeees 
Gross profit Gi sence 
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Deduct—Selling and admin. expenses 





Selling expenses ar 
Administrative expenses ee wenden 
Net profits from operation Beisetos 


Deduct—Interest and discount onloans ............ 


Surplus net profits Ciccone 


(Note that interest is a deduction from or 
a division of net profits from operations) 


Now come the Harvard school and its disciples, bolstered up 
and encouraged by certain economists, with the theory that capital 
invested permanently in plant and equipment must be viewed from 
an entirely different angle to capital invested temporarily as a 
loan. To be brief, the length of time that capital is “tied up” 
is the crux of the whole problem and that, if capital is “tied up” 
in fixed assets, the interest thereon then becomes a cost which 
must be included in a statement of operations before net profits 
may be determined. 

In the same breath, however, these theorists state that interest 
on invested capital, which they consider as cost, is also a division 
of income or an earning, so that the interest earned on the invested 
capital becomes equally available for dividends with the econo- 
mists’ “pure profit.” 

We have no quarrel to register with the economists. Economic 
theory may advantageously divide the earnings of business into 
rent from land, interest on capital and “pure profits.” The busi- 
ness man, however, who invests his money and time in an enter- 
prise does so not with an idea of obtaining a certain amount of 
rent, a certain sum of interest and a remnant of pure profit—he 
invests for net income, irrespective of the economists’ theoretical 
components included therein. Risk? Of course, he takes a chance 
and he certainly wants a fair interest on the money he invests. 
All these factors he must consider before investing and he chooses 
to invest in business, even though the risk be great, because of the 
larger returns. The matter of investment is after all a selective 
process—some want absolute safety with a small return; others 
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are willing to assume certain risks for larger returns, The mere 
fact that a man invests money in an industry instead of a govern- 
ment bond does not make interest on the sum total capital invested 
in an industry a cost of operation or manufacture. Nor is there 
any sane reason for loading the costs with an anticipated earning 
merely to insure to an investor the return of a certain rate of 
interest. The profit on the sale, which is composed of all the 
theoretical elements provided by the economist, is included in the 
selling price with all real costs so that the sale will actually pro- 
duce all the elements in the profit, including, if you will, a fair 
interest on capital invested; and, moreover, this will occur, if all 
real costs have been included in price making, without anticipating 
a part of profits on unsold goods. 

If interest on capital invested is a cost, why should not the 
entire profits of a business enterprise be considered a cost? The 
investor in a manufacturing plant does not want to earn only 
interest on his capital—he wants more because of the risk involved. 
To do him justice, therefore, why not charge as a cost all that he 
wants to make as a profit? Why charge only a part of the net 
income as a cost? If an industry can only guarantee him a fair 
rate of interest on his investment it offers him very little induce- 
ment to invest because he can secure as much elsewhere without 
any risk whatever. 

If interest on capital is a cost what rate shall be used? And 
will the inclusion of interest in costs guarantee the return to the 
investor or to a group of investors organized in corporate form? 
If it does not, then what purpose is served by the inclusion? To 
say that selling price would be affected, if not included, cannot be 
true because, if articles are sold at a price which cannot yield a 
reasonable interest on invested capital, then those sales are made 
at a certain price because the public refuses to pay more for them 
or competition of others has lowered the price, and no matter what 
a company’s cost statistics may show no larger price can be 
obtained. The only alternative is to make more productive lines 
or to cut costs, real costs. If a large manufacturer operates a 
half dozen plants in different states, shall the same interest rate 
be charged into costs at all the plants or shall the legal rate in 
each state govern? Shall the plant located in North Dakota 
include in its cost accounts a higher rate of interest (because the 
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legal rate is higher) than a plant in Illinois? Or if there are two 
independent competing plants in these states are the costs of 
production higher in the one than in the other? Are these ques- 
tions puerile? Hardly, if one considers that the financier of North 
Dakota can get anywhere from seven to ten per cent. on good 
farm mortgages, whereas in Illinois he may have to be satisfied 
with five or six per cent., in neither case assuming any greater 
risk than in the other. Or is there perhaps some interest norm 
which fairly measures the interest return on capital investment 
which an industry should yield which is beyond any question? 
And, even despite the greatest possible stretch of the imagination, 
must not such a yield come out of sales, thus forming a division 
of net income—the theorists’ economic interest ? 

What object is served by including interest on capital invested 
as a cost and at the same time crediting the cost as an earning, 
constructing thereby an anticipated profit, which cannot possibly be 
earned until all the commodities burdened therewith as a cost 
have been sold? Thus a concern newly organized might operate 
a number of months, manufacture a goodly quantity of com- 
modities for stock and, without making a single sale, might still 
show a handsome profit! This condition is the “reductio ad 
absurdum” of the whole doctrine and yet, wherever interest is 
charged into costs, this condition is always recurring because 
profits appear at all times on unsold goods. The inventories of 
unsold goods contain a value increment which is income to the 
investor. Either the economic doctrinaire, who believes that 
inventories should be valued at cost plus an interest return to the 
investor is right or the accountant, who believes that inventories 
should be valued at cost or market whichever is the lower, holds 
the correct view. The banker and United States government have 
both adopted the accountant’s position and it is certainly a con- 
servative one. 

Is it impossible to get satisfactory profits from industrial opera- 
tions unless interest on invested capital is included as a cost? The 
investor in industry wants a certain return. Let us suppose that 
he demands ten per cent. on his capital. If he charges costs with 
five per cent., thereby including part of his return in advance of 
sales, he must so adjust his sales price that it will yield him the 
additional five per cent. when the sale is actually consummated. 
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What is the difference between such a plan and another where- 
under no profits are anticipated and the sales price based on real 
costs is so adjusted as to yield the requisite ten per cent. and to 
yield it when it is actually collectible and may be considered as 
real income? From this angle, the inclusion of interest in costs 
appears to serve no purpose whatsoever except to distort inven- 
tories and earned income and therefore to make periodic adjust- 
ments to earnings and inventories necessary in order to resolve 
the accounts into a status which represents the results from opera- 
tion in their true light. If interest on capital invested is actually 
a cost, why do the exponents of that theory admit the need of 
adjusting the inventories when the same results are obtained by 
the non-inclusion of interest? Why adjust something that is 
correct? If the interest-as-cost doctrine falls down when the 
annual profits are to be stated, is that not in itself a frank admis- 
sion of its fallacy or does interest represent a cost during the year 
and not a cost when profits are fixed? If the profits are so 
adjusted that the interest-as-cost element is subtracted at the end 
of a fiscal period why go to the extra labor and expense of figur- 
ing it currently? Why not exclude it entirely rather than admit 
that it must be excluded in order to state profits correctly? Why 
burden the cost accounts, already sufficiently complex, with an 
element which is admittedly an anticipated earning and cannot 
rest on its own bottom with reference to inventory (cost) valua- 
tions when the real profits are figured? 


Capital invested in plant is a method of permanently financing 
future operations. Capital borrowed from time to time is a method 
of financing current and partly future operations. Both are of 
exactly the same nature—the long time financier or speculator 
demanding small security but good profits, the short time financier 
asking for an ample security and a fair rate of interest for his 
loan. If interest on borrowed money is not a cost, by what logic 
can interest on money furnished for a longer time be admitted as a 
cost? While capital invested in plant (which is the owner’s or 
stockholder’s capital) cannot legally be regarded as a loan it is in 
essence identical with borrowed funds—in both cases a reward 
for abstinence is expected and in both cases the principal must not 
be diminished. In one case it is expected that the principal be 
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returned intact, in the other that it be retained or preserved in 
undiminished form. Both of these things can be accomplished 
without considering interest as a cost. 

The inclusion of interest as a cost in no way affects the results 
from operations; it does not insure an income nor is its inclusion 
necesssary for pricemaking or for profit assurance. In fact, it 
cannot possibly affect operations except to load them, in accord- 
ance with a proportioned charge based upon the relative values of 
capital assets employed, which are already loaded with “overhead” 
on the same basis for other charges based upon the same relative 
values of the operating capital. Depreciation, taxes, insurance, 
etc., are expenses prorated in cost accounting according to the 
relative values of equipment and property utilized in production 
so that distinctions of varying values are fully covered. The inclu- 
sion of an interest charge would merely add an extra burden pro- 
rated in the same way and would merely increase the final sum of 
“overhead” chargeable to production; the proportionate relations 
between costs on different lines or between different departments, 
processes or production orders would not be affected; the final 
amounts tabulated by the cost department would merely be in- 
creased by the total amount of interest earned—earned before the 
sale was made! 

Is money tied up in materials, in accounts receivable, in good- 
will, in labor, in customers’ notes and in all other forms of pro- 
ductive assets different from capital invested in fixed assets? If 
interest on the latter, which is consumed in operations, is a cost of 
production, why should not interest on the other assets and out- 
lays (to be consumed or used in operations as well) also be 
charged as a cost? Why discriminate so illogically between capital 
which is equally employed in production and is consumed or 
exhausted in practically the same fashion? Raw material dis- 
appears as raw material when processed; its value is recoverable 
through sales. The plant exhausts itself and gives up part of its 
material utility to every commodity produced. That exhaustion 
is as much a current benefit to production as the use of raw 
material and is equally recoverable through sales. The raw ma- 
terial content of production eventually becomes cash—the depre- 
ciation or exhaustion of plant comes back in the same way. If the 
cash were used to repurchase the same quantities of material used 
up or to restore the plant exhaustion, the condition would be the 
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same as it was initially. The point is that capital invested in plant 
is a deferred charge to operations and that it finds its way into 
operations currently in exactly the same way as any other force 
or factor of production. Why, then, treat one section of capital in 
one way and the other differently? Why not for the sake of con- 
sistency either charge interest on the entire net worth of a concern 
as a cost of production or include the entire net profits which are 
to be made? Why be so modest as to assure the investor, who 
wants profits and large profits, a mere interest pittance which he 
can earn anywhere without worry, attention or risk? 
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Sugar Accounting” 
By W. T. Woopsrince. 


Sugar accounting is primarily that of a manufacturing con- 
cern, with the almost invariable exception that, in addition, there 
are required accounts for cultivation. In other words, whereas 
the usual manufacturing concern purchases all of its raw material, 
a sugar mill, while it generally does purchase great quantities 
of the raw material used by it, almost always finds it expedient 
if not absolutely necessary to produce for itself part of its basic 
supplies. We have, therefore, the operating accounts divided 
into the three general headings of “cultivation,” “manufacture” 
and “shipping.” 

The aim of all accounting is to record accurately the facts 
regarding the formation and operation of an enterprise, so that 
with the least possible effort a clear and concise statement of its 
financial situation may be prepared at any time, together with a 
statement showing the results of its operation for any given 
period. These statements, which are those of peculiar interest 
to the directors and stockholders, should be so comprehensive, 
and yet expressed in such simple terms, that it may be possible 
for any director or stockholder easily to understand them, even 
though he be not familiar with accounts or with the process of 
manufacture in which the company is engaged. 


The accounting should also cover a sufficiently detailed cost 
system, so that the manager and his assistants may at all times 
have accurate information as to just what is being accomplished, 
in order that they may be able to judge as to whether the greatest 
efficiency is being secured at a minimum of expense. 


Sugar accounting calls for no variation whatever in the treat- 
ment of the general accounts such as bills, current and employees 
accounts, both receivable and payable, bonds and mortgages, with 
provision for the writing off of premiums paid on purchase or 
discounts allowed on sale, or vice versa if they were purchased 





* A thesis submitted at the November, 1917, examination of the American Institute 
af Accountants. 
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at a discount or sold at a premium. Neither is there anything 
peculiar in the treatment of such accounts as lands and buildings, 
factory, permanent railroad and portable track and cane cars, 
with their corresponding machinery and equipments, or the usual 
depreciation accounts for these items, nor in the account of 
stores (material and supplies) which should be kept on the 
permanent inventory system, nor in the usual accounts in which 
prepaid and accrued items appear, such as taxes and insurance. 

There are, however, several features which are peculiar to 
sugar accounting, or at least are not ordinarily encountered in 
the accounts usually required for a manufacturing concern. In 
several of the islands of the West Indies there are laws limiting 
the holdings of land by corporations. A large sugar mill is 
dependent for its raw material upon the product of many thou- 
sands of acres, which, for the sake of economy in transportation, 
it is desirable to have as nearly adjoining the main plant as may 
be. While it is often impossible for the concern to secure control 
of sufficient material, it is generally possible in such cases to 
arrange with the owners for the purchase of their cane. 

Owing to the fact that sugar-cane culture requires the expen- 
diture of large amounts of money, the returns from which are not 
available for a long period, it is generally necessary for the 
central’ to finance its colonos,? and a definite contract is generally 
made with them whereby, under the mutual agreement of the 
colonos to sell and the central to buy the cane grown on the lands 
of the colonos, the central agrees to advance them the necessary 
money (or a proportionate part) for the expenses of cultivation, 
the colonos practically mortgaging their lands as security for the 
advances. 


The price paid for cane on delivery is usually on the basis of 
a definite percentage of the weight of the cane, taken as sugar, 
and liquidated in cash at the average New York price for the 
week preceding the delivery of the cane, less a certain allowance 
for freight, etc. As these contracts are generally drawn to 
comply with legal formalities and are valuable documents (prac- 


1 Central, sugar mill. 
2 Colono, a sugar-cane farmer who sells his product to a central. 
These terms are in current use in the West Indies. 
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tically bills receivable), these accounts should be carried in a 
subsidiary ledger, with the pages headed with a printed form 
to carry the principal points covered by the contract with each 
particular colono, so that at any time it may be possible to see 
at a glance whether the advances made to any colono are within 
or in excess of the amount called for by the contract, and also 
whether the repayments have been made as required. These 
advances sometimes running into the tens and hundreds of 
thousands of dollars should, because of the peculiar circum- 
stances, be shown separately on the general books, as they are 
neither accounts receivable nor bills receivable in the true sense 
of those terms, although they appertain, in a measure, to each. 


In the cultivation of cane by the central itself, we have two 
peculiar features. In the West Indies several crops of cane 
may be secured from one planting. In Porto Rico the average 
is about three; in Cuba, something like twice as many; and in 
Santo Domingo sometimes twelve or more, the writer having seen 
cane in Santo Domingo planted fourteen years before, which 
would compare favorably with first year cane in almost any 
locality. From this it will be seen that the original expense of 
plowing, harrowing and planting might very properly be appor- 
tioned over the average number of crops which experience shows 
might be expected from that particular locality, instead of being 
all charged against the first crop. 

Another feature is that inasmuch as one crop overlaps 
another, we generally find, toward the end of the season, expense 
accounts for both current and future cultivation, the latter being 
naturally a prepaid expense, if the books are closed (as usual) 
at the end of the current crop. 

Whereas the sale of a manufactured product is usually not 
affected by any change in weight, this is not true of sugar, for 
both the sugar itself and even the bags in which it is packed 
vary in weight in accordance with the climatic conditions encoun- 
tered during shipment, increasing if the weather be damp or 
decreasing if it be very dry. Furthermore, the sales are made 
on the basis of a stated percentage of purity, so that until the 
returns are received, the shipper does not know exactly what 
his shipment will realize. For this reason, shipments are taken 
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up on the books and billed provisionally at the mill weight, an 
adjustment account being provided for such difference as there 
may be between that figure and the final returns, which may not 
come in for several weeks after shipment. 

No attempt has been made in this article to outline, in 
detail, the subsidiary accounts necessary to show the proper dis- 
tribution of expense in the operation of the general departments 
of cultivation, manufacture and shipping, for they are merely 
technical detail. The special features mentioned may be of inter- 
est to those unfamiliar with this branch of industry. 


258 

















Partnership Insurance a Phase of Goodwill 
By Joer Hunter, C.P.A. 


The goodwill of a business is an intangible something that we 
all recognize, yet find it difficult to express in figures. If a concern 
buys out another concern and pays for it more than its assets are 
worth, this excess amount is considered to be paid for the good- 
will. This much is easy because we get it by elimination. But let 
us suppose the case of a concern depending largely upon the favor 
of the public, a concern which has spent thousands of dollars, 
extending over a period of several years, introducing and cease- 
lessly recommending its product to the public. We know that 
there is a goodwill value there, and we are told of various methods 
by which to compute it. One is to estimate, or attempt to estimate, 
how much of the amount expended has exhausted itself to date 
and to value the remainder similarly to deferred charges to opera- 
tions. Thus if $300,000 had been expended in the previous four 
years, and on account of that amount having been disbursed for 
publicity, business was coming in at a rate equivalent to, say, 8 
per cent. on $75,000, then a similar amount, $75,000, might be set 
up on the balance-sheet asset values under such a head, viz.: de- 
ferred charges to operations. 

Another way of ascertaining the existence of goodwill may be 
illustrated by determining the value of the property and equipment 
of a concern constituting its capital investment and if the returns, 
net profits, are unusually large, considering that the overplus is 
created by great public demand. As an example, say that the 
Blank Company has wrapped up in its plant, distributed perhaps 
over many states, some $3,000,000. Say the net profits are 
$1,000,000 per annum, or 331/3 per cent. A fair return on an 
investment of three million would seem to be covered by 15 per 
cent., or even 20 per cent. Then the difference between these 
percentages, say 18 per cent. or $540,000, might be considered due 
to the favor the company enjoys from the public. 

If the business had been continuously successful and large 
amounts had been disbursed for publicity, an ever increasing value 
would be built up which would eventually crystalize into what we 
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call goodwill. Now two questions arise. First, shall we give ex- 
pression to the existence of goodwill by raising a ledger account 
for it? And, second, if we decide to open such an account how shall 
we estimate it? An important point bearing on the first question is 
brought out in the excess profits tax law which recites that no 
goodwill asset value will be allowed (in determining the net capital 
investment) unless it was paid for specifically in cash or its 
equivalent. Again, there is a strong current of thought which 
believes that if the profits are so large as to predicate the existence 
of goodwill (unusually large returns on an investment continued 
over a long period of years) the very existence of such profits, 
proven by the payment of dividends or the accumulation of sur- 
plus, is, in itself, sufficient evidence of the existence of goodwill 
without the raising of a ledger account. 

While I have never seen an official expression of its opinion, I 
believe that the consensus of opinion among the members of the 
American Institute of Accountants is that no account of goodwill 
should ever be raised unless paid for in money or its equivalent 
and, even when raised, should be gradually written off. 

Among the smaller corporations and partnerships there is 
generally one man, sometimes two men, whose personality has 
made the business a success—a man, or men, whose passing away 
would seriously embarrass the business for a while if not per- 
manently. At such a crisis in its affairs, a breathing spell is 
urgently needed to give sufficient time for a newcomer to get in 
touch with the duties of his predecessor and familiarize himself 
with the responsibilities he has undertaken. The business must 
not stop nor should its financial machinery be clogged. Here is 
where the continuance of personality is needed. In some respects, 
goodwill is made up of personality. Expressed simply, goodwill 
means the probability of old customers returning. The man who 
causes the world to “make a path to his door ” creates goodwill. 

A policy of insurance, payable to the firm, written on the life 
of a man who has been instrumental in building such a business is, 
in a measure, capitalizing or preparing to capitalize such a per- 
sonality. Under present conditions and for many firms this is a 
particularly favorable time for such an investment. The demand 
on the vitality and the strain on the nerves of executives was 
perhaps never greater than it now is. Every safeguard, every 
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form of relief and promise of ease under pressure is a pleasing 
prospect to the “tired business man,” and from a disinterested 
viewpoint I commend this thought to careful attention. Not that 
the subject is new, but perhaps it has not been considered from 
the angle of goodwill. Roosevelt, I believe it was, who defined 
personality as the “guiding intelligence.” The financial world 
recognizes personality by backing the successful executive with its 
money power. 

As I understand it, an insurable interest is one where the rela- 
tion of the insured to the beneficiary is such that it is, or should be, 
more profitable to the beneficiary for the insured to live than to 
die, but where in case of death the strain is relieved in part by 
this pecuniary assistance. The expression of this phase of good- 
will by partnership insurance is widely recognized in actual prac- 
tice, if not under that name. In the new income tax regulations, 
the first interpretation was that the premiums on such policies 
were allowed to be charged with the regular expenses of the busi- 
ness; but on August 30, 1917, the revenue bureau made a 
ruling whereby the premiums charged upon insurance carried by 
a firm or corporation on one of its members must not be deducted 
from income or treated as an expense. In case, though, the policy 
becomes a claim, all of the premiums paid up to that time can be 
deducted and income tax will only apply on the difference between 
the total premiums paid and the total amount of policy. 

Recently, in Atlanta, the president of a corporation died. This 
company was one in which the personality—the guiding intelli- 
gence—of the executive was especially valuable. He was a man 
with a national reputation. The company insured his life, policy 
payable to the company, for some $50,000. At his death this 
money put the company on easy street. 

Only a few years ago, three young men started a dry goods 
store in Atlanta. They were experienced in their respective lines 
and for this reason were relatively valuable. Each man’s life was 
insured I am informed, for $12,000. Quite soon one died. Quick 
settlements were made, his estate satisfied and the business pro- 
ceeded without interruption. The successors to this firm are now 
conducting one of the most prominent stores in Atlanta, and it is 
very unlikely, indeed, that they would have been able to continue 
business without this outside aid. 
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Partnership insurance is, I think, an interesting phase of good- 
will. I said that this was a particularly favorable time to make 
an investment in partnership insurance. This statement, of course, 
applies only to those firms whose net income is of such proportions 
that it would not feel the additional cost of the annual charge for 
the insurance premiums. I do not mean by this that only rich 
concerns enjoying a plethora of war profits should take out such 
insurance, but also firms and corporations having a legitimate 
insurable interest and whose incomes are sufficiently large for 
them not to feel the additional burden of the insurance premiums. 

At times like these, times of tremendous governmental financial 
activity, when we must rally to the support of our country not 
only with our young men but with our money, the mind naturally 
reverts to the thought of additionally safeguarding the interests 
of one’s firm. And where the conditions are as described and the 
purse will allow, I am of the opinion that an investment in 
partnership insurance is an excellent one. 
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Unpaid Capital Stock 


By JoserpH Rospinson 

Many students have probably pondered long over questions of 
unpaid capital stock and it may be of interest to discuss some 
varying phases of the question with suggestions for the proper 
treatment in each case. 

ORIGINAL CAPITAL STOCK AS YET UNPAID BY SUBSCRIBER 

If a subscriber has not as yet paid for his stock in full it seems 
to be the general practice to show the unpaid amount as a deduc- 
tion from capital stock, the reason being that as it has not been paid 
for it has no asset value. This is correct as concerns the stock, but 
the subscriber’s debt is an asset until he is released. 

I suggest, as being more correct, this treatment : 

(a) Stock which has been unqualifiedly subscribed, or con- 
ditionally subscribed and the conditions complied with, and 
accepted, which is unpaid in full or in part should be included 
in the outstanding capital stock, and the subscription dues should 
be shown in the balance-sheet as stock subscription dues, unless 
the subscriber has forfeited his rights so as to give the company 
power to annul his subscription. Until the subscriber’s rights are 
so lost he can assign his interest in the company; he can enforce 
his rights against the company; and the company can enforce 
collection of his dues. He shares in dividends unless his contract, 
the charter or the by-laws provide otherwise. Is it, therefore, 
correct to deduct the unpaid amount from capital stock and not 
consider it an asset? 

(b) If the company properly releases the subscriber or if the 
subscriber forfeits his rights and the company has power to annul 
his subscription, and does so, then, of course, the treatment would 
be the same as in the case of unissued stock. 

(c) If the amount unpaid is uncollectible from the subscriber 
the company can, in proceedings, sell the stock and apply the pro- 
ceeds to pay the debt, and the excess, if any, belongs to the sub- 
scriber. Therefore, such unpaid amount would be included in the 
outstanding capital stock and considered an asset. For this pur- 
pose it is immaterial whether a certificate has been issued or not. 
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It is definitely decided that the issue of stock is entirely independent 
of the issue of stock certificate. (See Conyngton on Corporate 
Management, S 32.) 

If property paid in by the stockholders is found to be over- 
valued and there is no evidence of fraudulent intent, and if the 
valuation was, of necessity, a matter of personal opinion as to 
sufficiency and all parties acted in good faith, the valuation will 
stand. : 


But if there is evidence of fraudulent intent or secret know- 
ledge of overvaluation; or if the value of the property is estimat- 
able to a reasonable degree of fair valuation, and the valuation 
shown is excessive; or if the accountant has actual or reasonable 
evidence of fraudulent overvaluation, he must refuse to issue a 
certificate, or if he issues one he must take out of the property 
the excess valuation. 

Unless prohibited, actual services rendered can be applied as 
payment on a subscription. But any overvaluation would be 
treated as described above. 

The treatment of discount on stock depends upon state laws 
and the particular facts. If permitted by statute to issue original 
stock at a discount the capital stock is shown net. If original 
stock is issued at a discount by agreement with the company, and 
if prohibited by statute, the treatment would be: 

(a) In some states the subscription would be void, in others 
the agreement alone is void, if there is fraud upon the other stock- 
holders or upon creditors. Under these conditions the unpaid 
amount should be considered an asset. 

(b) But in most states, if there is no fraud upon the other 
stockholders, and “no rights of creditors intervene, and the sub- 
scription is not necessary to make up the amount of stock required 
by the charter, so there is no fraud upon the state, the agreement 
is binding upon the corporation and the other stockholders.” 
(Clark on Corporations, second edition, 297.) Under these con- 
ditions the capital stock is shown net. 

Discount on stock should never be shown on the asset side of a 
balance-sheet. It can never be an asset or a deferred charge. If 
it is desired to write it off over several years, it is done not as a 
charge against profits but as a disposition (retention) of profits to 
increase the net worth. 
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(New) Unpam Stock or a Gornc CoNcERN 

It is well settled that a new issue of stock by a going concern 
can be sold for what it will bring, and if no statute prohibits or 
restricts it, the discount is a deduction from the capital stock. 

Undoubtedly, many accountants do not agree with this view. 
It should be clearly understood that the unpaid amount is not 
discount on stock, unless the statute permits the issuance of the 
stock at a discount; or, if prohibited, . . . “the agreement is 
binding upon the corporation and the other stockholders.” Such 
discount is not collectible by the corporation and is not an asset. 
It is not a deferred charge. It is absolutely valueless. It is not 
a loss. It is not a liability of the corporation, as an entity, to its 
stockholders. In effect, it is nil. 

Representing, as it does, absolutely nothing, it is to be con- 
sidered only as evidencing a difference between the original net 
assets and the par of the capital stock. 

Remember, under the conditions I state the discount is nil; 
if it is not nil, it is not discount but is an asset or a deferred charge. 

The only way to dispose of it is permanently to retain in the 
business sufficient profits, when earned, to continue the then net 
assets (original net assets plus profits retained to absorb the dis- 
count) at an amount equal to the par of the capital stock. 

This action is not required by law but would be a good policy. 

Should the directors desire all profits could be paid out and 
no provision be made to dispose of the discount. 

To consider the discount an asset or a deferred charge and 
write it off against profits is in effect to indicate a decrease of 
assets and, as a consequence, a decrease of net worth. And this is 
clearly wrong. 

Either procedure will dispose of the discount. The purpose of 
either is to increase the original net worth by permanently retain- 
ing sufficient profits to continue the present net worth at an amount 
equal to the par of the capital stock. 

The correct procedure is to dispose of it as a disposition (reten- 
tion) of profits—not by charging it off as a deferred charge. 

If the unpaid amount represents real value it should be stated 
as an asset, not as discount on stock, but as stock subscription 
dues, or as organization expense or otherwise as determined by 
the facts. 
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EDITORIAL 
Definition Needed 


There are a great many words in the English language sadly 
in need of definition. For example, there is efficiency, the meaning 
of which varies with the taste and fancy of the interpreter, and 
there is the word doctor which has so many meanings that it 
seems likely to lose entirely its original significance. 

As uncertain as any of these moot words is accountant. Ask 
the average man in the street what he understands to be the mean- 
ing of the word accountant and he will probably tell you that it is 
one who keeps accounts. A well known dictionary defines account- 
ant thus: “One who keeps, examines, or is skilled in accounts ; one 
whose business is to keep or examine books as of a mercantile or 
banking house or in a public office.” We see, therefore, that the 
dictionary is somewhat to blame for the ambiguity of the term. 

The man whose business it is to keep books has developed of 
recent years a disinclination to admit that he is a bookkeeper. If 
he receives anything more than ten or fifteen dollars a week, he 
immediately imagines himself an accountant and so describes him- 
self for purpose of census and in general conversation. So wide- 
spread has become the confusion of the terms bookkeeper and 
accountant that it is not at all an uncommon thing for the office 
of this magazine to receive inquiries from persons in search of 
bookkeepers or clerks. 

But there is a clear and distinct meaning of the word accountant 
which we feel should be accorded official recognition in every way 
possible. 
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Editorial 


When the American Institute of Accountants was formed, 
there was considerable discussion as to the title of the organiza- 
tion. The precedent body had been called the American Associa- 
tion of Public Accountants and there were members who felt that 
the adjective public should be continued in the title of the new 
organization. It was suggested also that the adjective professional 
should precede the noun accountants. The result of the delibera- 
tions was a decision to use the word accountant alone in the hope 
that the meaning would become more and more specific and less 
general as time went on, 


The use of the expressions certified public accountant, chartered 
accountant, incorporated accountant and all the other categories 
which have become well known has tended still further to confuse 
the public mind. 


As the institute interprets the word accountant, it refers to the 
man who is a professional practitioner of the science of account- 
ancy, whose principal vocation it is and who offers his services to 
the public in a professional capacity. 

The need of some limitation of the meaning of the word 
accountant is emphasized by advertisements which have been pub- 
lished recently calling for accountants for government service. 
The only differentiation which is made among “accountants” in the 
government’s sense is an occasional reference to cost accountants 
and now and then a demand that the candidates shall be certified 
public accountants or members of the American Institute of 
Accountants. 

We distinctly dislike the use of the word accountant as applied 
to a bookkeeper. There is no possible reason why a man who is a 
bookkeeper should hesitate to describe himself as such. It is a 
perfectly honorable calling. Neither is there any reason why an 
accountant should wish to describe himself as anything but an 
accountant. It also is a perfectly honorable calling. But the two 
things are totally different. 

The American Institute of Accountants might well devote some 
attention to the consideration of ways to encourage restriction of 
the use of the word accountant to the meaning which the institute 
itself approves. 
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Third Liberty Loan 


This issue of THe JouRNAL oF AccouNTANCY will be offered 
for sale on the eve of the campaign for the third Liberty loan. 
It is intended that the third loan shall be greater than either of its 
predecessors. The need for money to carry on the war of 
righteousness and decency is increasingly manifest to every good 
American and it should be the proud privilege of everyone who 
cares for the future of civilization to invest so far as his means 
will allow. 

We have been asked to lay emphasis upon the need for sub- 
scriptions from everyone. We emphasize also the fact that the 
man who diverts his funds from other uses to invest in the Liberty 
loans is not only performing a patriotic duty, but is exercising 
sound business sense. There is no better security and will be none. 
If there be the slightest doubt as to the validity of the promise to 
pay, which is the collateral for these loans, there is doubt as to 
the foundations of modern society. If the United States should 
fail to pay its debts, little else would matter. 

The accounting profession has done remarkably well during 
the past year. Never before has there been so great a demand for 
accountants’ services and, so far as the commercial portion of the 
work is concerned, the compensation has been good, 

Of course, numerous accountants have given time and effort 
to the service of their country without thought of compensation, 
but, in spite of that, the average accountant has done well. 

A distinct duty as well as a privilege rests upon every account- 
ant. The profession must do its share to uphold the honor of the 
country and to further the cause of right. We are confident that 
it will do so. 





Utter Commercialism 
We are always glad to present our readers with edifying 
examples of how an accountant should not behave. The code of 
ethics which was laid down by the American Institute of Account- 
ants is not altogether complete, but it has some excellent principles, 
and one of them is that there shall be no attempt by one accountant 
to deprive another of his clients. The use of the circular letter, 
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Editorial 


which is so prevalent in some parts of the United States, is one of 
the most effective means of depreciating the value of accountancy 
and placing it on a purely commercial and competitive plane. 

We publish below two circular letters, either one of which is 
sufficient to make the recipient seriously doubt not only the ability 
but also the good faith of the profession. It may be explained with 
a considerable amount of satisfaction that neither of the letters 
quoted below is written by a member of the American Institute of 
Accountants or a certified public accountant. , 

Can anyone imagine a business man engaging the services of 
the author of either letter after reading it? We follow spelling 
and punctuation exactly. 


Dear Sir: 
My experience with sets and people and firms is such that I find to 
state terms with so much ambiguity only leads to uncertain conditions. 
Should you want first class work on your books, give me a trial and 
if I can’t show you system and order out of chaos your books may be at 
present, I don’t want it at any price. 
Respectfully, 


Gentlemen : 
Now that you are about to employ a new bookkeeper, you want to be 
sure of the following: 


1. That your books have been kept correctly. 
2. That your present system of bookkeeping is most efficient. 
3. That your new bookkeeper will be competent. 
CSS 
It will pay you to see an expert public accountant about this. We will 
install a double entry system and open a set of books for ten dollars up, 
and audit your books monthly for five dollars a month up, giving you a 
profit and loss statement. 
If interested, we will be glad to send a representative at your request. 


Yours very truly, 








Income Tax Department 
Epitep BY JoHN B. Niven, C.P.A. 


There is published this month a memorandum on the Income Tax 
Regulations No. 33 (Revised), drawing attention to some of the more 
important features contained in these regulations which differ from the 
previous regulations issued under this number in 1914. There are also 
published a number of additional treasury rulings, and reference is made 
to them for full details. 


A series of letters on the excess profits tax has been issued by the 
bureau of internal revenue and may be procured in pamphlet form from 
the bureau. These letters are designed to give a general outline of some 
of the main features of the excess profits tax. In succeeding letters of 
this series various specific questions will be asked and answered in the 
same manner as has been done with respect to income tax in the Income 
Tax Primer—previously issued by the department. It is, of course, impos- 
sible to publish these in extenso in these pages. 


REGULATIONS NO. 33 (REVISED) 


The regulations promulgated by the commissioner of internal revenue 
for the administration of the income tax laws of September 8, 1916, and 
October 3, 1917, have been issued under the name of Regulations No. 33 
(Revised). Regulations No. 33 were first issued on January 4, 1914, for 
the administration of the income tax law of October 3, 1913, and the new 
regulations consist of such regulations contained in the original text and 
the separate regulations issued since then which are still applicable, 
together with further regulations covering the new provisions of the law 
of October 3, 1917. It is assumed, therefore, that all rulings and regula- 
tions which do not appear in the new text are superseded, and that it will 
not be necessary to go behind it to ascertain the views of the treasury 
department on any point in the administration of the law. 


Copies of the regulations will be available to every person interested 
at the office of the collector of internal revenue in each district and it is, 
therefore, unnecessary to publish them in these pages. The new material 
contained in the regulations just issued is comparatively small and refer- 
ence may be made to one or two of the points covered. 


It is now definitely stated that in computing the gain derived or the 
loss sustained by the sale of stock or other property acquired by gift, the 
basis to be used should be the fair market price or value at the date of 
acquisition. In the case of property acquired by inheritance the basis 
should be the appraised value at the time of the death of the testator. 


In ascertaining the gain derived or loss sustained upon the sale of the 
property held prior to March 1, 1913, the department says that no method 
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of determining this value can be stated which will adequately meet all cir- 
cumstances, and that the value is a question of fact to be established by 
any evidence which will reasonably and adequately make it appear. 


The department has somewhat modified its position in regard to the 
ascertainment of debts which may be charged, and it is now stated where 
all the attendant circumstances indicate that a debt is worthless and 
uncollectible and that legal action to enforce payment would in all prob- 
ability not result in the satisfaction of execution on a judgment, a showing 
of these facts will be sufficient showing of the worthlessness of the debt 
for purposes of deduction. In discussing bad debts of corporations the 
regulations contain the following paragraph: 

“It is not essential that the bad debt or account shall be proved worth- 
less by legal proceedings before the deduction may be allowed, but the 
corporation must not only be satisfied that the debt or account is worth- 
less, but must be able to satisfy the commissioner or collector of internal 
revenue that the accounts charged off were definitely determined at the 
time to be worthless and that they had not been recognized as worthless 
or without value prior to the beginning of the year for which the return 
is made.” 

An individual is entitled to deduct in his return a loss sustained by him 
in his business, irrespective of his income from other sources; but he is 
not entitled to deduct a loss sustained in transactions entered into for 
profit but not connected with his business unless he has derived income to 
the amount of the loss in similar transactions. The new regulations use 
the term “vocation” to designate the first class and the term “avocation” 
to designate or define the second class. The regulations define “avoca- 
tion” as meaning: “That which takes one from his regular calling; a 
minor occupation,” and “vocation” as the “occupation or pursuit to 
which one devotes his time or life, a calling.” It is stated that it is 
possible for a man to give sufficient time, attention and capital to the 
pursuit of different lines of business, in other words, to have more than 
one vocation. The amount of time which must be devoted to a business 
to make it an individual’s vocation is not stated and each case should be 
judged on its own merits and a decision reached in conformity with the 
spirit of the law. 

The position of the department as to gain derived or loss sustained in 
the sale of assets, payment for which is made in stock of the purchasing 
company, is now more definitely given than has hitherto been the case. 
The price received for the assets sold is now stated to be the actual value 
of the stock at the time it was issued in payment for such assets. No 
method is stated by the department for the determination of this value, 
but it will be a question of fact to be established by any evidence which 
will reasonably and adequately make it appear, as was provided in the 
case of value of March 1, 1913. The position now taken up is much more 
reasonable than was the case when the department held that the price was 
the par value of the stock issued therefor. The question of value of such 
a transaction is now of considerable moment as it is presumed that what 
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is held to be the value of the assets sold will also be held to be the value 
of the stock issued, for the purpose of determining capital invested under 
the excess profits tax provisions of the law. It may be held, of course, 
that the values are not the same because the stock in the hands of the 
stockholder is only of value to the extent to which dividends may be 
anticipated thereon, while in the case of the corporation taking over the 
property, its actual or potential value may be very much greater, and in 
considering a transaction of this nature, both sides of the question should 
be taken into account. 

The question as to the period in which the profits out of which a divi- 
dend has been declared were earned is still somewhat indefinite. The 
regulations provide that dividends distributed in 1917 will be deemed to 
have been paid from the earnings of 1917 and taxable to the recipient at 
the rates prevailing in that year, unless it is shown to the satisfaction of 
the commissioner that at the time such dividends were paid the earnings 
up to that time were not sufficient to cover the distribution. It is not 
stated when a corporation may be considered to have sufficient earn- 
ings to meet a dividend paid. Where no inventories of merchandise are 
taken except at half yearly or yearly periods it will be in some cases 
impossible to state that profits were earned in the earlier months, sufficient 
to meet a dividend which may have been paid, unless it is suggested that 
the earnings for the half year or year may be pro-rated by months over 
the whole period. The notices which have been distributed by a number of 
corporations among their stockholders seem to indicate that dividends 
paid in the first three months of the year have been considered to be 
distributions of the profits earned in the prior year, and dividends paid 
in the remainder of the year to be distributions of earnings of the current 
year. It would seem that some such general ruling should be adopted for 
the guidance of corporations and stockholders. The regulations make a 
very essential recommendation that corporations should advise the stock- 
holders from which earnings dividends received by them have been paid 
in order that they may include the amounts in their returns and have the 
amounts taxed at the respective rates prevailing during the years in which 
the surplus of profits earned was distributed. ° 

The forms which have been issued by the commissioner upon which 
individuals have to disclose their net income for income taxes have been 
arranged so that the gross income from each source and the expenses and 
other deductions in respect thereof are shown together and the net amount 
extended. In division A of the returns there is shown income from 
salaries, professions and other earnings of an individual in which no 
capital is required. The total net income shown in this division is the 
amount upon which the individual has to pay the excess profits tax of 
8% if the amount is sufficient to make him liable. In division B of the 
form has to be shown income from business which requires more than a 
nominal amount of capital and upon the total amount disclosed in this 
division the individual is assessed for the excess profits tax at the higher 
rates. 
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In division F of the form provision is made for disclosing the dividends 
received out of earnings accumulated in the respective years, and it will 
be seen from the form that it is proposed that the tax shall be computed 
upon the amount of dividends accumulated prior to the year 1917 by adding 
it to the amount of income from all sources applicable to 1917 and applying 
the taxes prevailing in the year in which the surplus was accumulated. 
The method suggested for the taxation of dividends is ingenious but seems 
to apply the terms of the law correctly. 

T. D. 2635 provides relief for taxes withheld at the source in cases 
where substitute certificates had been used and the name and address of 
the bond-owner was not disclosed. 

T. D. 2639. gives instructions relative to the acceptance of certificates 
of indebtedness under section 1010 of the act of October 3, 1917, and 
contains tables showing the accrued interest upon such certificates for 
each day. 

T. D. 2631 gives a decision of the court to the effect that discount 
charged off the books prior to 1909 and not used as a deduction in arriving 
at the excise tax for the years 1911 and 1912 can not be used by a corpora- 
tion for the purpose of claiming a refund of taxes on such an amount. 


TREASURY DECISIONS 
(T. D. 2635, January 24, 1918) 


Relief, Under the Provisions of Section 1212, War Revenue Act of Octo- 
ber 3, 1917, of Tax Withheld at Source in Cases Where 
Substitute Certificates, Form 1059, Were Used. 


Under the provisions of Section 1212 of the war revenue act of October 
3, 1917, any withholding agent who, during the year 1917, deducted and 
withheld at the source any amount of normal tax from income paid to a 
citizen or resident of the United States, other than interest on corporate 
obligations containing a so-called “tax-free” or “no deduction” clause, is 
required to release and pay over the amount so withheld to the person 
entitled to receive the same. With reference to this provision of law 
inquiry has arisen as to how a debtor corporation is to release and pay 
over the amount of tax so withheld in a case where a bank or other 
collection agency detached the ownership certificate which accompanied an 
interest coupon and substituted its own certificate, form 1059, which does 
not disclose the name and address of the bond owner. 


It is held that where substitute certificate form 1059 has been used in 
connection with coupons from bonds which do not contain a “tax-free” or 
“no deduction” clause, the withholding agent shall request the bank or 
collection agency to disclose the name and address of the owner of the 
bond, as shown by the original certificate, and it shall be the duty of the 
bank or collection agency to make such disclosure to the withholding 
agent. If the owner of the bond is a citizen or resident of the United 
States, the withholding agent shall refund the amount of tax deducted, 
as provided by law, and if a non-resident alien, no refundment shall be 
made, but the withholding agent shall make return thereof on or before 
March first, and on or before the time fixed by law for the payment of the 
tax shall pay the amount withheld to the auditor of the United States 
government authorized to receive the same. 
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(T. D. 2639, January 28, 1918) 


Instructions Relative to Acceptance of Certificates of Indebtedness Under 
Section roro of the Act of October 3, 1917. 


To CoLtectors OF INTERNAL REVENUE: 

In accordance with the provisions of section 1010 of the act of October 
3, 1917, collectors are directed to receive United States certificates of 
indebtedness maturing June 25, 1918, at par and accrued interest in pay- 
ment of income and excess profits taxes when payable at or before the 
maturity of the certificates. Hereto attached is a schedule showing the 
exact amount of accrued interest payable per certificate of each issue on 
any day from January 2 to June 25, 1918. The amount, at par and accrued 
interest, of the treasury certificates of indebtedness presented by any 
taxpayer in payment of income and excess profits taxes must not exceed 
the amount of the taxes to be paid by him. 

Deposits of certificates of indebtedness and interest must be made in 
the federal reserve banks of the districts in which collectors’ offices are 
located. If the amounts are transmitted by registered mail, they should be 
insured. Other deposits should be made as usual. 

Until certificates of deposit are received from the banks, the amounts 
must be carried as “cash on hand” and not credited as “collection,” as the 
dates of certificates of deposit determine the dates of collections. See 
“instructions” in record No. 9. 

The collectors should make, in tabular form, a schedule in duplicate of 
the certificates of indebtedness to be sent to the federal reserve bank, 
showing the serial number of each certificate, date of issue, face value, 
amount of accrued interest, and amount for which accepted. At the 
bottom of the schedule there should be a statement giving the amounts of 
corporation income, individual income, and excess profits tax collections, 
in order that these amounts may be entered by the bank on the face of 
the certificate of deposit. The excess profits tax collections should be 
interlined on the certificate of deposit, just above the “total,” as “excess 
ROE ee »’ and included in the “total.” One 
copy of this schedule must accompany the certificates sent to the federal 
reserve bank and the other retained by the collector. 


(T. D. 2631, January 19, 1918) 
Chicago & Alton Railroad Company v. The United States. 


The appended opinion of the court of claims of the United States in 
the case of Chicago & Alton Railroad Co. vs. United States is published 
for the information of internal revenue officers and others concerned. 

Where a railroad company sold bonds and equipment notes at a dis- 
count in 1906 and the books show that the loss was entirely charged off 
under the profit and loss account for 1906, and the company in making 
returns under the act of August 5, 1909, for purpose of assessment of 
excise tax for years 1911 and 1912, failed to deduct the proportionate 
amount of discount sustained, it has no right to claim refund of such 
amount. The petition of claimant for refund of tax dismissed. 


(T. D. 2634, January 21, 1918) 


Stock Dividends Declared in 1914 from Profits Accrued before January 1, 
1913, do not Constitute Taxable Income to Recipients under 
Section 2 of the Act of October 3, 1913. 


The appended decision of the supreme court of the United States in 
the case of Henry R. Towne vs. Mark Eisner, collector, is published for the 
information of internal revenue officers and others concerned. 
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(Act of October 3, 1913) 


Taxability of Stock Dividends Resulting from a Capitalization of Surplus 
Earned Prior to January 1, 1913. 


Stock Dividends Held Not to be Income. 
Supreme Court of the United States. 


Henry R. Towne, plaintiff in error, 


vs. In error to the district court of 
: Tr! he United States for the 

Mark Eisner, collector of United ¢ Rd 
States revenue for the third dis- southern district of New York. 


trict of the state of New York. 
Argued December 12, 1917. 
Decided January 7, 1918. 


Charles E. Hughes 
George Welwood Murray 
Charles P. Howland 
Louis H. Porter, 
Counsel for plaintiff in error. 
John W. Davis, Solicitor General, 
Counsel for the United States. 


Mr. Justice Holmes delivered the opinion of the court. 


This is a suit to recover the amount of a tax paid under duress in 
respect of a stock dividend alleged by the government to be income. A 
demurrer to the declaration was sustained by the district court and judg- 
ment was entered for the defendant. 242 fed. rep. 702. The facts alleged 
are that the corporation voted on December 17, 1913, to transfer $1,500,000 
surplus, being profits earned before January 1, 1913, to its capital account, 
and to issue fifteen thousand shares of stock representing the same to its 
stockholders of record on December 26; that the distribution took place 
on January 2, 1914, and that the plaintiff received as his due proportion 
four thousand and one hundred and seventy-four and a half shares. The 
defendant compelled the plaintiff to pay an income tax upon his stock as 
equivalent to $417,450 income in cash. The district court held that the 
stock was income within the meaning of the income tax act of October 3, 
1913, c. 16, section IIT; A, subdivision 1 and 2; and B. 38 Stat. 114, 166, 167. 
Tt also held that the act so constructed was constitutional, whereas the decla- 
ration set up that so far as the act purported to confer power to make this 
levy it was unconstitutional and void. 

The government in the first place moved to dismiss the case for want 
of jurisdiction, on the ground that the only question here is the construc- 
tion of the statute, not its constitutionality. It argues that if such a stock 
dividend is not income within the meaning of the constitution, it is not 
income within the intent of the statute, and hence that the meaning of 
the sixteenth amendment is not an immediate issue, and is important only 
as throwing light on the construction of the act. But it is not necessarily 
true that income means the same thing in the constitution and the act. A 
word is not a crystal, transparent and unchanged; it is the skin of a living 
thought and may vary greatly in color and content according to the circum- 
stances and the time in which it is used. Lamar vs. United States, 240 U. S. 
60, 65. Whatever the meaning of the constitution, the government had 
applied its force to the plaintiff, on the assertion that the statute author- 
ized it to do so, before the suit was brought, and the court below has 
sanctioned its course. The plaintiff says that the statute as it is con- 
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strued and administered is unconstitutional. He is not to be defeated by 
the reply that the government does not adhere to the construction by 
virtue of which alone it has taken and keeps the plaintiff’s money, if this 
court should think that the construction would make the act unconstitu- 
tional. While it keeps the money it opens the question whether the act 
construed as it has construed it can be maintained. The motion to dis- 
miss is overruled. Billings vs. United States, 232 U. S. 261, 276, B. Altman- 
Company vs. United States 224 U. S. 583, 596, 597. 

The case being properly here, however, the construction of the act is 
open, as well as its constitutionality if construed as the government has 
construed it by its conduct. Billings vs. United States ubi supra. Not- 
withstanding the thoughtful discussion that the case received below we 
can not doubt that the dividend was capital as well for the purposes of 
the income tax law as for distribution between tenant for life and remain- 
derman. What was said by this court upon the latter question is equally 
true for the former. “A stock dividend really takes nothing from the 
property of the corporation, and adds nothing to the interest of the share- 
holders. Its property is not diminished and their interests are not 
increased. . .. The proportional interest of each shareholder remains the 
same. The only change is in the evidence which represents that interest, 
the new shares and the original shares together representing the same 
proportional interest that the original shares represented before the issue 
of the new ones.” Gibbons vs. Mahon, 136 U. S. 549, 559, 560. In short, 
the corporation is no poorer and the stockholder is no richer than they 
were before. Logan County vs. United States 169 U. S. 255, 261. If the 
plaintiff gained any small advantage by the change it certainly was not 
an advantage of $417,450, the sum upon which he was taxed. It is alleged 
and admitted that he received no more in the way of dividends and that 
his old and new certificates together are worth only what the old ones 
were worth before. If the sum had been carried from surplus to capital 
account without a corresponding issue of stock certificates, which there 
was nothing in the nature of things to prevent, we do not suppose that 
any one would contend that the plaintiff had received an accession to his 
income. Presumably his certificate would have the same value as before. 
Again if certificates for $1,000 par were split up in ten certificates, each 
for $100, we presume that no one would call the new certificates income. 
What has happened is that the plaintiff’s old certificates have been split 
up in effect and have diminished in value to the extent of the value of 
the new. 

Judgment reversed. 

(T. D. 2652, February 6, 1918) 
Interest on Bank Deposits Paid to Non-Resident Alien Individuals Is Subject 
to Withholding Provisions of Act of Oct. 3, 1917. 

Interest received from deposits in banks located within the United 
States constitutes income received from sources within the United States 
and is subject to the withholding provisions of the act of September 8, 
1916, as amended by the act of October 3, 1917, as to non-resident alien 
individuals. Banks are, therefore, required to withhold the normal tax 
of two per cent. on such interest paid to non-resident alien individuals. 

Though non-resident alien corporations are liable to income tax on 
interest received from deposits in banks located within the United States, 
that portion of treasury decision 2623 authorizing withholding of such tax 
against such corporations is hereby revoked. 

(T. D. 2654, February 19, 1918) 
Modified Procedure for Claims for Refund and Abatement. 

The following modifications in the procedure with regard to claims on 
forms 46, 47, 53 and 488 is prescribed. 
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1. Claims on form 46 and form 47 will not hereafter be referred to 
division deputies for investigation, and the division deputy’s certificate on 
page 2 of the claims need not be executed. Where an investigation is 
necessary it will be directed by the commissioner to be made. 

2. All claims on forms 46 and 47 are to be stamped with the date of 
receipt immediately on presentation to the collector or division deputy, 
and thereafter are to be forwarded, without further recording or certifi- 
cation, immediately to’ the commissioner. 


Two exceptions to this rule are to be especially noted. 


(a) The certificate on page 2 of the claim is to be executed in the 
case of claims for taxes paid by special tax stamp, since there is no data 
in the commissioner’s office which will permit the verification of these 
claims without the collector’s certificate. 

(b) When a claim is filed for abatement such notation is to be made 
on the collector’s assessment list on form 23 as will the issuance of col- 
lection notices until after the abatement claim has been acted upon, unless, 
of course, the collector deems the interests of the government insuffi- 
ciently protected to justify suspension of the collection. 

3. The use of record 22 is to be abandoned. Record 23 will continue 
to be used, as at present. 

4. Form 7213, notification of allowance of refunding claim, will no 
longer be forwarded to collectors. 

5. Hereafter, where an abatement claim is acted upon, the collector 
will receive an original letter addressed to the claimant and a carbon 
copy for the collector’s files. The original is to be mailed the claimant 
immediately with notice and demand for the payment of any tax shown 
by the letter and the assessment list to be due. 

6. Where the claim is allowed in full, credit for the abated tax is not 
to be taken by the collector until the receipt of schedule on form 3220. 
This schedule will be prepared and mailed to the collector monthly, as 
heretofore. 

7. Because of the distribution of the claims work to the various divi- 
sions of the bureau, it is no longer practicable to consider a claim on 
form 46 or 47, 53 or 488, covering taxes assessed upon more than one of 
the lists of the various classifications. In presenting their own claims on 
forms 53 and 488, therefore, collectors will hereafter group in their claims 
the items which are upon the list, or lists, of a given class, and if a 
claimant makes claim on form 46 or 47 for the remission or refund of 
taxes assessed upon more than one kind of list, the collector will assist 
the claimant in formulating new claims correctly prepared. 

Regulations 2, 14 and 33 (art. 247-273) are modified accordingly. 

The purposes of the modification of the former procedure with regard 
to claims are to eliminate a duplication of detail in the collector’s and the 
commissioner’s office, and the accommodation of the taxpayer by making 
it possible for him to secure a much more prompt consideration of his 
claims than has been possible heretofore. 


(T. D. 2656, February 15, 1918) 


In accordance with the provisions of section 1010 of the act of October 
3, 1917, and the instructions contained in T. D. 2639, dated January 28, 
1918, collectors are directed to receive United States certificates of indebt- 
edness, dated February 15, 1918, maturing June 25, 1918, at par and 
accrued interest in payment of income and excess profits taxes when 
payable at or before the maturity of the certificates. 

Hereto attached is a schedule showing the exact amount of accrued 
interest payable on any day from February 15 to June 25, 1918. 
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TABLES SHOWING THE ACCRUED INTEREST OF EAcH Day 


From January 2 to June 25, 1918, upon Certificates of Indebtedness Dated 
November 30, 1917, and January 2, 1918, by the Government Actuary. 


4% FOR 365 DAYS 
Dated November 30, 1917 Dated Jan. 2, 1918 





$500 $1000 $5000 $10000 $100000 | $500 $1000 $5000 $10000 $100000 








Jan. $ $ $ $ $ $ $ $ $ $ 

2 1.81 3.62 18.08 36.16 361.64 | 0.00 0.00 0.00 0.00 0.00 
3 1.86 3.73 18.63 37.26 372.60 05 .11 .55 41.10 10.9% 
4 1.92 3.84 19.18 38.36 383.56 -ll ae 4 2 21.92 
5 1.97 3.95 19.73 39.45 394.52 MH .20 1.06 3.2 32.88 
6 2.03 4.05 20.27 40.55 405.48 22 .44 2.19 4.38 43.84 
7 2.08 4.16 20.82 41.64 416.44 a e228 3.5 54.79 
8 2.14 4.27 21.37 42.74 427.40 a 4 3.2 6.38 65.75 
9 2.19 4.38 21.92 43.83 438.36 ae 42 3284 ¢.6f #7) 
10 2.25 4.49 22.47 44.93 449.32 44 .88 4.38 8.77 87.67 
11 2.30 4.60 23.01 46.03 460.27 49 .99 4.93 9.86 98.63 
12 2.36 4.71 23.56 47.12 471.23 55 1.10 5.48 10.96 109.59 
13 2.41 4.82 24.11 48.22 482.19 .60 1.21 6.03 12.05 120.55 
14 2.47 4.93 24.66 49.32 493.15 .66 1.32 6.58 13.15 131.51 
15 2.52 5.04 25.21 50.41 504.11 1 1.42 7.12 14.25 142.47 
6 2.5 5.5 26.75 8.51 35.07 ae 4538 7. 16.384 15342 
17. 2.63 5.26 26.30 52.60 526.03 82 1.64 8.22 16.44 164.38 
18 2.68 5.37 26.85 53.70 536.99 88 1.75 8.77 17.53 175.34 
19 2.74 5.48 27.40 54.79 547.95 .93 1.86 9.32 18.63 186.30 
20 2.79 5.59 27.95 55.89 558.90 .99 1.97 9.86 19.73 197.26 
21 2.85 5.70 28.49 56.99 569.86 | 1.04 2.08 10.41 20.82 208.22 
22 2.90 5.81 29.04 58.08 580.82 | 1.10 2.19 10.96 21.92 219.18 
23 «2.96 5.92 29.59 59.18 591.78 | 1.15 2.30 11.51 23.01 230.14 
24 3.01 6.03 30.14 60.27 602.74 | 1.21 2.41 12.05 24.11 241.10 
25 3.07 6.14 30.68 61.37 613.70 1.20 2.54 12.00 23.21 262.06 
26 3.12 6.25 31.23 62.47 624.66 | 1.32 2.63 13.15 26.30 263.01 
27 3.18 6.36 31.78 63.56 635.62 | 1.37 2.74 13.70 27.40 273.97 
28 3.23 6.47 32.33 64.66 646.58 | 1.42 2.85 14.25 28.49 284.93 
29 3.29 6.58 32.88 65.75 657.53 | 1.48 2.96 14.79 29.59 295.89 
30 3.34 6.68 33.42 66.85 668.49 | 1.53 3.07 15.34 30.68 306.85 
2 3.40 6.79 33.97 67.95 679.45 | 1.59 3.18 15.89 31.78 317.81 
‘eb. 

1 3.45 6.90 34.52 69.04 690.41 | 1.64 3.29 16.44 32.88 328.77 
2 3.51 7.01 35.07 70.14 701.37 | 1.70 3.40 16.99 33.97 339.73 
3 3.36 7.12 3.42 71.23 732.30 11.75 3.31 V7.S3 6.0 33.6 
4 3.62 7.23 36.16 72.33 723.29 | 1.81 3.62 18.08 36.16 361.64 
5 3.67 7.34 36.71 73.42 734.25 | 1.86 3.73 18.63 37.26 372.60 
6 3.73 7.45 37.26 74.52 745.21 | 1.92 3.84 19.18 38.36 383.56 
7 3.78 7.56 37.81 75.62 756.16 | 1.97 3.95 19.73 39.45 394.52 
8 3.84 7.67 38.36 76.71 767.12 | 2.03 4.05 20.27 40.55 405.48 
9 3.89 7.78 38.90 77.81 778.08 | 2.08 4.16 20.82 41.64 416.44 
10 3.95 7.89 39.45 78.90 789.04 | 2.14 4.27 21.37 42.74 427.40 
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$500 $1000 $5000 $10000 $100000 | $500 $1000 $5000 $10000 $100000 
Feb. $ ¢$ $ $ $ $6 6$ $ $ $ 
11 4.00 8.00 40.00 80.00 800.00 | 2.19 4.38 21.92 43.84 438.36 
12 4.05 8.11 40.55 81.10 810.96 | 2.25 4.49 22.47 44.93 449.32 
13 4.11 8.22 41.10 82.19 821.92 | 2.30 4.60 23.01 46.03 460.27 
14 4.16 8.33 41.64 83.29 832.88 | 2.36 4.71 23.56 47.12 471.23 
15 4.22 8.44 42.19 84.38 843.84 | 2.41 4.82 24.11 48.22 482.19 
16 4.27 8.55 42.74 85.48 854.79 | 2.47 4.93 24.66 49.32 493.15 
17 4.33 8.66 43.29 86.58 865.75 | 2.52 5.04 25.21 50.41 504.11 
18 4.38 8.77 43.84 87.67 876.71 | 2.58 5.15 25.75 51.51 515.07 
19 4.44 8.88 44.38 88.77 887.67 | 2.63 5.26 26.30 52.60 526.03 
20 4.49 8.99 44.93 89.86 898.63 | 2.68 5.37 26.85 53.70 536.99 
21 4.55 9.10 45.48 90.96 909.59 | 2.74 5.48 27.40 54.79 547.95 
22 4.60 9.21 46.03 92.05 920.55 | 2.79 5.59 27.95 55.89 558.90 
23 4.66 9.32 46.58 93.15 931.51 | 2.85 5.70 28.49 56.99 569.86 
24 4.71 9.42 47.12 94.25 942.47 | 2.90 5.81 29.04 58.08 580.82 
25 4.77 9.53 47.67 95.34 953.42 | 2.96 5.92 29.59 59.18 591.78 
26 4.82 9.64 48.22 96.44 964.38 | 3.01 6.03 30.14 60.27 602.74 
27. +4.88 9.75 48.77 97.53 975.34 | 3.07 6.14 30.68 61.37 613.70 
28 4.93 9.86 49.32 98.63 986.30 | 3.12 6.25 31.23 62.47 624.66 
Mar. 
1 4.99 9.97 49.86 99.73 997.26 | 3.18 6.36 31.78 63.56 635.62 
2 5.04 10.08 50.41 100.82 1,008.22 | 3.23 6.47 32.33 64.66 646.58 
3 5.10 10.19 50.96 101.92 1,019.18 | 3.29 6.58 32.88 65.75 657.53 
4 5.15 10.30 51.51 103.01 1,030.14 | 3.34 6.68 33.42 66.85 668.49 
5 5.21 10.41 52.05 104.11 1,041.10 | 3.40 6.79 33.97 67.95 679.45 
6 5.26 10.52 52.60 105.21 1,052.05 | 3.45 6.90 34.52 69.04 690.41 
7 5.32 10.63 53.15 106.30 1,063.01 | 3.51 7.01 35.07 70.14 701.37 
8 5.37 10.74 53.70 107.40 1,073.97 | 3.56 7.12 35.62 71.23 712.33 
9 5.42 10.85 54.25 108.49 1,084.93 | 3.62 7.23 36.16 72.33 723.29 
10 5.48 10.96 54.79 109.59 1,095:89 | 3.67 7.34 36.71 73.42 734.25 
11 5.53 11.07 55.34 110.68 1,106.85 | 3.73 7.45 37.26 74.52 745.21 
12) 5.59 11.18 55.89 111.78 1,117.81 | 3.78 7.56 37.81 75.62 756.16 
13 5.64 11.29 56.44 112.88 1,128.77 | 3.84 7.67 38.36 76.71 767.12 
14 5.70 11.40 56.99 113.97 1,139.73 | 3.89 7.78 38.90 77.81 778.08 
15 5§.75 11.51 57.53 115.07 1,150.68 | 3.95 7.89 39.45 78.90 789.04 
16 5.81 11.62 58.08 116.16 1,161.64 | 4.00 8.00 40.00 80.00 800.00 
17 5.86 11.73 58.63 117.26 1,172.60 | 4.05 8.11 40.55 81.10 810.96 
18 5.92 11.84 59.18 118.36 1,183.56 | 4.11 8.22 41.10 82.19 821.92 
19 5.97 11.95 59.73 119.45 1,194.52 | 4.16 8.33 41.64 83.29 832.88 
20 6.03 12.05 60.27 120.55 1,205.48 | 4.22 8.44 42.19 84.38 843.84 
21 6.08 12.16 60.82 121.64 1,216.44 | 4.27 8.55 42.74 85.48 854.79 
22 6.14 12.27 61.37 122.74 1,227.40 | 4.33 8.66 43.29 86.58 865.75 
23 6.19 12.38 61.92 123.84 1,238.36 | 4.38 8.77 43.84 87.67 876.71 
24 6.25 12.49 62.47 124.93 1,249.31 | 4.44 8.88 44.38 88.77 887.67 
25 6.30 12.60 63.01 126.03 1,260.27 | 4.49 8.99 44.93 89.86 898.63 
26 =6.36 12.71 63.56 127.12 1,271.23 | 4.55 9.10 45.48 90.96 909.59 
27. = 6.41 12.82 64.11 128.22 1,282.19 | 4.60 9.21 46.03 92.05 920.55 
28 6.47 12.93 64.66 129.32 1,293.15 | 4.66 9.32 46.58 93.15 931.51 
29 6.52 13.04 65.21 130.41 1,304.11 | 4.71 9.42 47.12 94.25 942.47 
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(T. D. 2659, February 28, 1918) 
Basis of Taxation of Diwidends 
From inquiries reaching this office, it is apparent that there is con- 
fusion in the minds of the public as to the effect and application of the 
provisions of section 31 of the act of September 8, 1916, added by the 
act of October 3, 1917, section 1211, relative to the basis of taxation of 
certain dividends. That section, after defining dividends, provided that 
“any distribution made to the shareholders or members of a corporation 
. in the year 1917, or subsequent tax years, shall be deemed to have 
been made from the most recently accumulated undivided profits or sur- 
plus, and shall constitute a part of the annual income of the distributee 
for the year in which received, and shall be taxed to the distributee at 
the rates prescribed by law for the years in which such profits or surplus 
were accumulated. % 
Regulations Me. 33 (revised), article 107, paragraph 375, provide as 
follows: 


“Thus, if a corporation distributed dividends in 1917, such 
dividends will be deemed to have been paid from the earnings of 
1917, and the recipient, if an individual, will be liable to addi- 
tional tax, if any, and if a corporation, to income tax, at the rates 
for the year 1917, unless it is shown to the satisfaction of the 
commissioner of internal revenue, that at the time such dividends 
were paid, the earnings up to that time were not sufficient to cover 
the distribution, in which case .e excess over the earnings of 
the taxable year will be deemed to have been paid from the most 
recently accumulated surplus of prior years, and will be taxed 
at the rate or rates for <he year or years in which earned.” 


The rule may be applied as fcllows. Assume that a corporation with 
a capital stock of $10,000,000 had surplus earnings of $500,000 a year in 
excess of the amount of dividends paid, making its total surplus on 


December 31, 1915, $500,000, ani on 
December 31, 1916, $1,000,000. 


On December 31, 1916, it declared a dividend of 2 per cent. payable 
February 15, 1917. Unless it is shown to the satisfaction of the commis- 
sioner of internal revenue that its earnings from January 1 to February 
15 were insufficient for the payment cf the $200,000 distributed as a divi- 
dend on February 15, the entire amount so distributed will be deemed to 
have been paid from earnings of 1917, and will be taxable in the hands of 
the stockholders at the 1917 rate. If, however, it is established to the satis- 
faction of the commissioner of internal revenue that its earnings up to 
February 15 were but $100,000, then $100,000 or half the total dividend 
paid by the corporation on February 15th would be taxable in the hands 
of the stockholders at the 1917 rates, and the other half would be deemed 
to have been paid from the surplus of the corporation of 1916 and would 
be taxable to the stockholders at the 1916 rate. If the dividend paid on 
February 15 were of such amount as to exceed the ascertained 1917 earn- 
ings up to the date of payment and alsu the 1916 surplus of the corpora- 
tion, the amount of such excess would’ be deemed to have been paid from 
the surplus of 1915 and would be — in the hands of the stockholders 
at the 1915 rate. 

All dividends received in 1917, eves though paid by corporations from 
earnings of previous years, constitu‘e ‘ncome to the recipients for 1917. 
The method of ascertaining the pre ..e rate applicable to such portions 
of dividends received in 1917, as wit. the above rules are to be taxable 
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at rates prevailing for previous years, is as follows: The amount of the 
income of the recipient to which the 1917 rates are applicable is first 
ascertained. To such amount is then added the amount of income of the 
recipient liable to tax at the 1916 rates and the table of 1916 rates applied 
to see in which brackets such income falls: the income liable to 1915 
rates then added and the table of 1915 rates applied to it. For instance, 
an individual has $20,000 of income liable to 1917 rates and $25,000 of 
dividends liable to 1916 rates. The total would be $45,000, of which 
$20,000 would be taxable at the 1917 rates, $20,000 to $40,000 at the 1 per 
cent. additional tax rate under the 1916 table, and $5,000 at the 2 per cent. 
additional tax rate under the same table. If he had another $25,000 divi- 
dend liable at 1915 rates, the first $5,000 would fall in the bracket between 
$20,000 and $50,000 at the additional 1 per cent. tax rate, and the other 
$20,000 in the second bracket of $50,000 to $75,000 at the 2 per cent. 
additional tax rate under the 1915 table. 

In order that this office may verify the correctness of the rates, tax- 
payers reporting dividends received at other than 1917 rate, under the 
various columns in block F of form 1040, will be required to render a 
statement at the time of filing the return, or at a subsequent date, show- 
ing the corporations from which dividends taking other than 1917 rates 
were received, with the amount of dividend received from each. 


(T. D. 2660, March 1, 1918) 

Corporations, Partnerships, or Individuals Paying Officers or Business 
Employees a Portion or All of Teir Salaries and Wages During the 
War Period in Which They Are in the Service of the United 
States May Deduct the Amounts So Paid as Ordinary 
and Necessary Expenses of Doing Business. 


Many corporations, partnerships and also individuals who are engaged 
in business continue to pay all or portions of the regular compensation 
of officers or employees who ha-.e for all or part of the period of the 
war joined the naval or military forces of the United States or have 
undertaken services for the government at Washington, or elsewhere at 
reduced or nominal compensation. The business purpose of the continu- 
ance of such compensation, under such circumstances, is to preserve the 
organization and secure the returu after the war of such officers or 
employees. You are advised that cmounts so expended by corporations, 
partnerships or individuals engagec in business constitute during the con- 
tinuance of the war, ordinary and ‘necessary expenses of doing business 
and are allowable as deductions in ‘computing net income for purposes of 
the income, war income and exceSs profits taxes. 


(T. D. 2661, March 5, 1918) 


Suits to Recover Taxes Collected tinder a Second Assessment 
Decisiow of court 


1. Section 3225, ReviseD STATUTES 
The plaintiff having uncerstated in its original return the amount 
for which it was subject to tax is not entitled to recover any part of 
a second assessment paid, although the original return was made in 
good faith and without any intention to escape lawful tax. 
2. AMENDMENT TO SECTION 3225, REVISED STATUTES 
The amendment to section 3225, revised statutes (sec. 14, act of 
Sept. 8, 1916), providing that*it shall not apply to statements or 
returns made or to be made ‘nvRood faith regarding annual deprecia- 
tion of oil or gas wells and mimes, does not purport to be retroactive 
in its operation. i 
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3. JUDGMENT AFFIRMED. 


The judgment of the United States district court (T. D. 2366) 
is affirmed. 


(T. D. 2663, March 8, 1918) 


Method to be Followed in Crediting an Overpayment of the Two Per 
Cent. Income Tax by a Corporation Filing Supplemental Return for 
a Fiscal Year Ended on the Last Day of Some Month during 
the Year 1917, or a “Final” Return for a Period 
Ended During Such Year. 


Under the act of September 8, 1916, as originally passed, corporations 
were entitled to take as a deduction all taxes paid. Under the same act 
as amended by the act of October 3, 1917, they are not entitled to any 
deduction for income tax paid, but are entitled to a credit of the amount 
of excess profits tax for which they are liable. They are also liable for 
the war income tax of 4 per cent. imposed by the act of October 3, 1917. 


It follows, therefore, that a corporation which has filed return for a 
fiscal year ended on the last day of some month during the year 1917, or 
a “final” return for a period ended during such year showing its liability 
computed under the act of September 8, 1916, as originally passed, must 
make an amended return showing additional net income (in an amount 
equal at least to the amount of income tax deducted in its original return). 
It will also take credit for the amount of excess profits tax, if any, for 
which it is liable. This will ordinarily result in showing an overpayment 
of income tax at the 2 per cent. rate, and the amount of such overpayment 
may be credited against the war income tax of 4 per cent. for which 
liable, to ascertain the total amount of income tax due. In no case will a 
credit for overpayment of income tax be taken against the excess profits 
tax due. 

The adjustment should be made under items 12 to 15, inclusive, and 
the exact amount of tax due from the corporation must be shown under 
item 16 of return, form 1031, revised. 


(T. D. 2665, March 8, 1918) 
Amending T. D. 2153 


Instructions Governing the Preparation of Income Tax Returns 
by Farmers. 


The term “farm” as herein used embraces the farm in the ordinarily 
accepted sense and includes plantations, ranches, stock farms, dairy farms, 
poultry farms, fruit farms, truck farms and all land used for similar 
purposes: and for the purpose of this decision all corporations, partner- 
ships, or individuals who cultivate, operate, or manage such farms for 
gain or profit, either as owners or tenants, are designated as “farmers.” 

All gains, profits and income derived from the sale or exchange of farm 
products, whether produced on the farm or purchased and resold by the 
farmer, shall be included in the return of income for the year in which 
the products were actually marketed and sold. 

All items of expense connected with the planting, cultivating, harvest- 
ing and marketing of a crop, or the care, feeding and marketing of live 
stock may be claimed as deductions only in the return rendered for the 
year during which such expenditures were made. This ruling applies even 
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though the crops or stock in connection with which the expenses were 
incurred may not have been sold or exchanged for money or a money 
equivalent during the year for which the return is rendered. 


That portion of treasury decision 2153 and paragraph 32 of regu- 
lations No. 33 (revised) which provides “cost of stock purchased 
for resale is an allowable deduction under the item of expense,” is hereby 
annulled. It is held that the amount expended in purchasing stock for 
resale is an investment of capital and is not to be taken as an item of 
expense for the year in which the stock was purchased, or for any subse- 
quent year; but when the stock so purchased is sold its cost is to be 
deducted from the sales price in ascertaining the amount of gain or 
profit returnable for tax purposes. 


Where the cost of stock or farm products purchased in 1916, or any 
previous year, for resale, or the expense of producing stock or products 
on the farm, has been claimed as a deduction or taken into consideration 
in ascertaining the farmer’s liability to income tax for some year prior to 
1917, and the stock or farm products so purchased or produced were sold 
during the latter year, the entire proceeds of the sale are to be returned 
as income for the year in which the sale was made, for the reason that the 
farmer, having once received the benefit of the deduction, is not again 
entitled to it. If, however, such cost or expense had not been claimed 
as a deduction, or had not been taken into consideration in ascertaining 
the farmer’s liability to income tax for a previous year, the amount of 
such cost or expense may be deducted from the selling price of the stock 
or farm products and the difference only returned as income. 


Farmers who keep books according to some approved method of 
accounting which clearly show the net income, and take annual inven- 
tories, may, if the same method is consistently followed from year to 
year, prepare their returns in accordance with the showing made by the 
books and inventories. If the inventory method is adopted the farmer 
should, in order to ascertain gross income, add to the amount received 
from sales made during the year, the inventory of the live stock and 
products on hand at the close of the year, and from this sum deduct the 
amount expended in purchasing live stock and products plus the inventory 
of the live stock and products at the beginning of the year. 

The inventory at the beginning of a tax year must be the same figure 
as at the close of the next preceding year and must include the cost price 
of live stock or products purchased for resale, and may include the live 
stock and products produced on the farm and still on hand. Where gross 
income is ascertained by inventories, no deduction can be made for live 
stock or products lost during the year, whether purchased for resale or 
produced on the farm, as such losses will be reflected in the inventory 
by reducing the amount of live stock or products on hand at the close 
of the year. 

Live stock purchased for draft, breeding or dairy purposes, or for any 
purpose other than resale, may be included in the inventory for each year 
at a figure which will reflect the reduction in value estimated to have 
occurred during the year through increase of age or other causes. Such 
a reduction in value should be based on the cost and estimated life of 
the live stock. In the case of the loss of such live stock no deduction 
can be made, as the loss will be reflected in the inventory at the end of 
the year. Where the inventory method is used, the cost price of the 
article sold must be taken as an additional deduction in the return of 
income as it is reflected in the inventory. 

In view of the foregoing, all corporations, partnerships, and individuals 
engaged in the live stock or farming business, which do not keep books 
of account and ascertain the gross income by inventory, should prepare 
their returns of annual net income on the basis of actual receipts and dis- 
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bursements in order that their returns of income may be susceptible of 
audit for purposes of verification. Treasury decision 2433 contains addi- 
tional information relative to the rendering of returns of income by cor- 
porations keeping books in accordance with standard systems of account- 
ing, or in conformity with the requirements of some federal, state or 
municipal authority, having supervision over such corporations. 

The foregoing relates only to income derived from the operation of 
a farm and has no relation to the gain or profit which may result from 
the sale of the farm. 

Where a farmer exchanges farm produce for merchandise, groceries, 
or mill products, the market value of the article or product received in 
exchange is to be returned as income. 

A farmer is not required to include in his income tax return the value 
of farm produce consumed by himself and family. 


(T. D. 2666, March 8, 1918) 


Handling Remittances Received in Payment of Income and Excess 
Profits Taxes. 


Instructions to public. 


1. Collectors should give the widest possible publicity, through news- 
papers and by all other available means. to the fact that all checks in pay- 
ment of income and excess profits taxes must he collectible at par (with- 
out anv deduction). Taxpayers who are not sure that their checks will 
be paid at par should he advised to write beneath the amount “without 
deduction for exchange,” or “with exchange.” 


Indorsement of checks. 

2. The collector need not, however, examine all checks to see whether 
or not they are collectible at par, but should stamp on the face of each 
the words “This check is in nayment of an obligation to the United States 
and must he paid at par. No protest,” with his name and title. If the 
bank on which a check is drawn should refuse to pay it at par, it will 
be returned through the depositary bank and should be treated in the same 
manner as a bad check (see paragraphs 4 and 5). 


Obtaining certificates of deposit for out-of-town checks. 

3. All out-of-town checks for which the denositarv bank is unwilling 
to issue an immediate certificate of denosit to the credit of the treasurer 
of the United States should he denosited senaratelv in a collection account 
as provided in T. TD. 2627, dated December 28, 1917. The collection account 
will be charged and the treasurer’s general account credited hy the issuance 
of a certificate of deposit on form 15, either (a) as the checks are col- 
lected or (b) after a number of davs as agreed upon with the depositary, 
subject to the secretary’s annroval, not exceeding five days, depending 
upon the average time of collection. 


Redeeming bad checks deposited to the credit of the treasurer. 

4. If any check for which a certificate of deposit to the credit of the 
treasurer of the United States has been issued should be returned to the 
depositary bank unpaid, the collector will be promptly notified and the 
check will be held in suspense for a few days, during which the collector 
should make an effort to recover the amount from the taxpayer. If the 
amount of the check is recovered from the taxpayer, the collector should 
immediately turn it over to the depositary in exchange for the bad check, 
which should be returned to the drawer. If he fails to obtain the amount 
from the taxpayer within a reasonable time, the depositary will return 
the check with a letter of transmittal and ask a receipt from the collector. 
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The collector should give such a receipt in duplicate, retaining one copy. 
The depositary will charge the amount to the treasurer’s account in its 
next daily transcript. 


Redeeming bad check deposited in collection account. 

5. If a check deposited in the collection account should be returned 
unpaid, and no certificate of deposit on form 15 covering the amount 
thereof has been issued, the amoun. of the check will be charged by the 
depositary to the collection account, after being held in a suspense account 
for a few days while an effort is made to recover the amount from the 
taxpayer. 


Collecting taxes for which bad checks have been tendered. 


6. Taxpayers whose checks have been returned uncollected by the 
depositary bank should be immediately notified, as indicated in paragraph 
4, to make the checks good. If any taxpayer should fail to do so, the 
collector should proceed to collect the taxes by the usual methods, as 
though no check had been given. 


Correcting assessment list. 

7. If the recapitulation of the assessment list for the month has not 
yet been sent to the commissioner, cancel the original entry of the pay- 
ment, at the same time noting in the “remarks” column “check returned 
unpaid; transferred to np. . 1 .” with the date, and reenter the item in 
the unpaid section of the list, with the notation “Transferred from p. , 
1 .” Submit in support of a new entry a copy of the collector’s letter to 
the taxpayer with regard to the non-payment of the check. Be careful 
not to duplicate the charge in the monthly recapitulation of the list. 

8. If the monthly recapitulation has gone forward make a note in the 
“remarks” column, opposite the original entry, “check returned unpaid,” 
with the date, and let the item stand as an unpaid item to be cleared by 
an entry of the date on which the amount is finally paid. 


Posting records I and 9. 

9. Record 1 for income tax collections should be posted in accordance 
with previous instructions and the daily totals should be transferred to 
line 1 of record 9. As the daily total in record 9 will not agree with the 
total deposit for the day in the treasurer’s general account, the certificate 
of deposit numbers should not be entered on line 48 of record 9. 


10. The balance in the collection account at the close of each month 
should be subtracted from the balance at the close of the preceding month 
(or vice versa). If the balance in the collection account shows an increase 
for the month, such increase should be added to the amount of returned 
checks (if any) charged back to the treasurer’s general account during 
the month and the total should be entered on line 8 in the total column 
of record 9 in red ink, to be deducted from the other entries in the same 
column. 

11. If the balance in the collection account shows a decrease for the 
month, and the amount of returned checks charged back to the treasurer’s 
general account for the month is less than the decrease in the balance, 
the amount of such returned checks should be subtracted from the 
decrease in the balance and the difference entered in black ink on line 8 in 
the total column of record 9, to be added to the other entries in the same 
column. ‘ 

12. If the amount of returned checks charged back to the treasurer’s 
general account for the month should exceed the decrease in the balance 
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for the month, such decrease should be subtracted from the amount of 
such returned checks and the difference entered in red ink on line 8 in the 
total column of record 9. 

13. The net total for each month entered on line 9 of record 9 will 
thus agree with the amount deposited that month on account of collections 
on lists. 


Monthly accounts. 

14. Form 325 should be prepared from record 1 in accordance with 
previous instructions. 

At the close of the month the entry on line 8 in the total column of 
record 9 (black or red ink) should be entered in column 8 of the second 
table on form 51B, on the blank line following the line for “old regular” 
lists. If the amount entered in column 8 is in black ink the same amount 
should be entered in red ink on the same line in column 11. If the amount 
entered in column 8 is in red ink the same amount should be entered in 
black ink on the same line in column 11. 

15. The amount of returned checks charged to the treasurer’s general 
account each month should be deducted on form 49 from the total of the 
certificates of deposit for the month in which the checks are returned. 
The entry making the deduction should be supported by the bank’s letters 
returning the checks. 

16. The collector should submit with his monthly account on form 51B 
a monthly statement signed by the cashier of the depositary bank in the 
following form: 








| Amount | | 
Day | Total amount |transferred each | Checks | 
deposited | day to treas- | charged back | Balance 

each day | urer’s general | each day | 

} acct. | | 
Balance from last month’s account..... | Di cted wha waters | Lsivesicataseees 
‘ly! EMEA). SRA SIREN CRI eer en eannN SR iebih bibs siettiakdce os 
| Re EES eee De hetes ce acsepacmabae’ Rica tdeapiiwiadbiai st 
SS Se ee PRO LES ETIO EE iieibl eee Dla 


Quarterly account. 

17. On form 79 the balance in the collection account should be included 
in item 9 as part of the balance due the United States and interlined in 
the analysis of the balance (at the foot of the account) as “Uncollected 


checks.” 


(T. D. 2668, March 9, 1918) 

Salaries Received Under Funds of Smith-Lever Act of May 8, 1914 

as Taxable Income 

Section 1200 of the act of October 3, 1917, amending section 4 of the 
act of September 8, 1916, provides in part that the following income shall 
be exempt from tax: 

“The compensation of all officers and employees of a state, or any 
political subdivision thereof, except when such compensation is paid by the 
United States government.” 

The Smith-Lever act of May 8, 1914, makes provision for extending 
the benefits of the act of congress approved July 2, 1862 (12 Stat. 503), 
and the act approved August 30, 1890 (26 Stat., 417). Under the afore- 
said act certain colleges were established in the several states and sup- 
ported by the income from lands deeded to the states for that purpose. 
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The colleges receiving the benefits of the two earlier acts and of the 
Smith-Lever act are controlled by states. The funds available under the 
Smith-Lever act are appropriated by state legislatures to the colleges to be 
benefited thereby. The funds appropriated by the federal government are 
paid directly into the state treasuries as any other subventions by the 
federal government. They lose their identity as funds of the United States 
by being paid to the states. 

There may be considerable difference between the different states in 
control and government of the colleges receiving the benefits of the act. 
If the organization of the college is one which belongs to the state and 
which the state governs, the legislature may vacate offices, elect new pro- 
fessors and do whatever it thinks necessary in the management of the 
college. (Head vs. Univ., 19 Wall 526.) If, however, the colleges are 
governed by trustees who are not directly responsible to the state legis- 
lators, the employees of the college receiving salaries paid in part from 
Smith-Lever funds are not employees of the state, and accordingly are 
not exempt from tax on the ground that they are employees of the state. 

Where the employees of universities receiving salaries paid in part or 
in whole from Smith-Lever funds are officers or employees of a state, 
they are not required to include in their income tax returns as taxable 
income the salaries so received. 


(T. D. 2670, March 11, 1918) 
Information at Source 
Section 1211 of the war revenue act amends the act of September 8, 
1916, by adding to part III, section No. 28, which provides: 


“That all persons, corporations, partnerships, associations, and 
insurance companies, in whatever capacity acting, including lessees 
or mortgagors of real or personal property, trustees acting in any 
trust capacity, executors, administrators, receivers, conservators, 
and employers, making payment to another person, corporation, 
partnership, association, or insurance company, of interest, rent, 
salaries, wages, premiums, annuities, compensation, remuneration, 
emoluments, or other fixed or determinable gains, profits, and 
income .. . of $800 or more in any taxable year, or, in the case 
of such payments made by the United States, the officers or 
employees of the United States having information as to such 
payments and required to make returns in regard thereto by the 
regulations hereinafter provided for, are hereby authorized and 
required to render a true and accurate return to the commissioner 
of internal revenue, under such rules and regulations and in such 
form and manner as may be prescribed by him, with the approval of 
the secretary of the treasury, setting forth the amount of such 
gains, profits, and income, and the name and address of the 
recipient of such payment: .. .” 


This section makes it mandatory for all persons, corporations, partner- 
ships, and associations or insurance companies, in whatever capacity acting, 
including lessees or mortgagors of real or personal property, trustees 
acting in any trust capacity, executors, administrators, receivers, conserva- 
tors, and employers, making payments of $800 or more of income to 
another person, corporation, partnership, association, or insurance com- 
pany, in the calendar year 1917, to file information return of such pay- 
ments in accordance with rules and regulations prescribed by the com- 
missioner of internal revenue, with the approval of the secretary of the 
treasury, or become liable for a penalty of not less than $20 or more than 
$1,000. To this end certificate form No. 1099 and letter of transmittal 
form No. 1096 have been provided for use in reporting such payments. 
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Under the above authority the following instructions are issued for 
guidance of all concerned: 


Payments Made Which Do Not Require Reports of Information 


Payments made to corporations, associations, or insurance companies, 
for the year 1917. 

Bills paid for merchandise, telegrams, telephone, freight, storage, and 
similar charges. 

Bills paid to employees for board and lodging while traveling under 
orders or when employee is employed on a salary basis. 

Payments of premiums made to insurance companies for annual pro- 
tection. 

Annuities representing return of corpus or capital. 

Fees to lawyers, doctors, and similar payments, aggregating less than 
$800 for the year. 

Interest accrued on bank deposits, before it has been passed to the 
credit of the individual depositor. 

Salary, wages, and other compensations for services rendered in Decem- 
ber, 1917, but paid in 1918, unless the amount was fully due and passed to 
the credit of the individual in December, 1917. 

Payments of rent made to real estate agents. (But agent must report 
payments to landlord, if the same amounts to $800 or more during 1917). 

Payments made to employees in factories where the brass check or 
number system was in use during 1917, and a record of sufficient detail 
does not exist and cannot be obtained because employees are no longer 
in the employ of the company. However, in all such cases an accounting 
system must be installed that will enable such employ ers to keep an accu- 
rate check so that full information can be given in the future. 

“Living quarters” referred to in paragraph 235, fegulations No. 33 
(revised) are quarters furnished for the benefit and convenience of 
employees only. When living quarters, such as camps, are furnished for 
the convenience of the employer only, the cost need not be added to the 
compensation of the employee. 

In the case of an emplover having a large number of employees who 
are moved from place to place as the exigencies of the service require, 
and who consequently has no complete record of annual payments to them 
at any one place, the salary of two representative months may be taken 
to establish a fair monthly wage, and unless yearly payment based on this 
estimate in the case of an employee amounts to $800 or more no return 
of payments to such emplovee is required for 1917. 

Payments made by branches of business houses located in foreign coun- 
tries to alien employees serving in foreign countries need not be reported. 

Returns of information will not be required from disbursing officers 
of payments made to sailors, soldiers, or civilian employees of the United 
States government, the records in these cases being available to the treas- 
ury department at any time. 


General Instructions 


Heads of branch offices and sub-contractors emploving labor and keep- 
ing the only complete record of payments should file the returns of infor- 
mation in regard to such payments direct with the commissioner of inter- 
nal revenue, sorting division, Washington, D. C. When the record is kept 
of payments at both the main office and the branch office the return should 
be filed by the main office. 

Where no address is available, the last known post office address must 
be given. Street and number should be given when possible. 

Information in regard to whether an employee is single, head of a 
family, or married, should be given when possible. 
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(T. D. 2669, March 9, 1918) 


Revision of T. D. 2386 Requiring Dutch Administration Offices as the 
Registered but not the Actual Owners of Stock of Domestic or other 
Resident Corporations in the United States to Disclose the 
Identity of the Actual Owners of said Stock for the Pur- 
poses of the Withholding Provisions of Section 13 
(f), Act of September 8, 1916, as Amended by 
the Act of October 3, 1917. 


Dutch administration offices, being non-resident, alien corporations, 
not engaged in business or trade in the United States and not having an 
office or place of business therein, and being the registered owners of 
stock of domestic or resident corporations in the United States, are prima 
facie liable for the normal income tax on income derived from dividends 
upon the capital stock or from the net earnings of the aforesaid domestic 
or other resident corporations in the United States and to having the tax 
deducted and withheld from such income under section 13 (f), act of 
September 8, 1916, as amended by the act of October 3, 1917. 

It appearing that the Dutch administration offices, while the registered 
owners of stock as aforesaid, are not the actual owners thereof, but that 
they have issued their bearer certificates, with coupons attached, against said 
stock and that the dividends on said stock are collected for the account of 
the holders of said bearer certificates and that the relation sustained by 
said Dutch administration offices to the said bearer certificate holders is 
that of fiduciary; for the purposes of administration under the withholding 
provisions of section 13 (f), act of September 8, 1916, as amended by the 
act of October 3, 1917, the respective Dutch administration offices may 
each appoint an agent or agents in the United States and give notice of 
that fact by filing, in duplicate, with each corporation issuing the stock so 
held by said Dutch administration office, a notice in substantially the fol- 
lowing form, to be signed by the proper executive officer: 


aos cceeccecccnssceeccnsecesseevccseconecs , the registered owner of stock 
(Name and address of the Dutch administration office) 


er 


PN ORR RI fy Bay OT ae eR eee , as its agent in the United States; and 


that the undersigned and said agent will not pay any of the dividends 
received by them to or for the benefit of any enemy or ally of enemy of 
the United States of America as defined in the trading with the enemy 
act of October 6, 1917. 


| 


Upon receipt of notice as aforesaid, the debtor or issuing corporation 
in the United States shall pay over to said Dutch administration office or 
its agent in the United States all taxes previously withheld from dividends 
and all subsequent dividends without withholding any tax, and shall for- 
ward to the commissioner of internal revenue one copy of the said notice 
of the appointment of the agent in the United States. It will be necessary 
to file this notice but once, unless there shall be a change of agent, when 
a similar notification should be given. 
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When it shall appear that a Dutch administration office has an agent 
in the United States and when, because of that showing, dividends of 
domestic or other resident corporations in the United States shall have 
been paid to it or its agent without withholding of tax, said Dutch admin- 
istration office through its agent in the United States will be required to 
make annual return thereof in duplicate and pay the normal tax found 
by such return to be due, as follows: (1) Where it shall be disclosed by 
ownership certificates, as hereinafter provided, that the actual owner of 
any of said stock on which such dividends are paid is a non-resident alien 
corporation, and (2) Where there is no disclosure of the actual owners of 
any of said stock by such ownership certificates. No return need be made 
nor tax withheld and paid for any non-resident alien individual, firm or 
partnership unless and until the agent in the United States shall be so 
instructed by the commissioner of internal revenue. 

Required returns shall be made in duplicate and filed with the collector 
of internal revenue for the district in which the agent has its office or 
principal place of business, and shall be in the following form: 


Form....—United States Internal Revenue. 


DUTCH ADMINISTRATION OFFICES — INCOME TAX RETURN 
ON DIVIDENDS RECEIVED FROM DOMESTIC 
AND RESIDENT ALIEN CORPORATIONS 


For the year ended December 31, 19.... 


NEE EE Sy A NTE ROR ETT RAS 
(Name and address of Dutch administration office.) 
Ne ae ON ne ee Picasso hens iaan a baaldacs aovales 
(Name of agent) (Address) 
duly appointed agent in the United States of said.....2..........cceeees 
(Name of Dutch 
PR en ee ee ee re re do hereby declare that herewith are 


administration office) 


enclosed all ownership certificates received during the year above men- 
tioned, disclosing the actual owners of the stock registered in its name in 
the following domestic and resident alien corporations and covering divi- 
dends received and paid during said year. 





























Name of | Address in Dividends 
corporation } full received 
Balance from last 
NS 6cbsi we Caness ERR See Pea tee 
iis eRe wares wea tak nese Hie duces 





tThis item refers to amount of dividends received but not paid over 
to actual owners at time last return, if any, was rendered. 
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_ That the following is a true and complete return of all payments so 
Soar of said dividends, and the normal tax withheld and to be paid 
thereon : 


Dividends received and balance from last return as above $.......... 
Dividends paid as per enclosed certificates Tax 
To non-resident alien individuals 
Le 


(On which no tax is due from Dutch admin. office) 


To non-resident alien corporations........ ee ore ree rere 
(On which tax at 2 per cent. is to be paid) 


TO GU a i io ko ccd iiccccescks $ 
(On which tax at 2 per cent. is to be paid) 


eee een ew wee 


Balance unpaid to be accounted for in 
ROE SD nai cedlces vesbioctiwnacad $ 


eee eee een eee 


co SS ne Tome errr re: Diikcnniieacs 


I certify that no part of the dividends shown in the above statement 
was paid to or for the benefit of any enemy or ally of enemy of the 
United States of America as defined in the trading with the enemy act 
of October 6, 1917. 


ee 


Said returns shall be printed on yellow colored paper corresponding in 
weight and texture to white writing paper 21x32 about 40 pounds to the 
ream of 500 sheets, and shall be 8% inches wide and 14 inches from top 
to bottom. 


The ownership certificates for disclosing the actual owners of stock 
shall be in form 1087 revised, prescribed by T. D. 2401; provided, how- 
ever, that the ownership certificates formerly permitted to be used by the 
several Dutch administration offices, and executed prior to the date of 
this decision, may be filed with their above provided returns and made the 
basis thereof. This certificate shall be filed with the Dutch administration 
office by the person, firm or corporation, etc., or their agent, for whom 
and in whose behalf it acts. A certificate once filed, disclosing said actual 
owner, will be held to answer for all the requirements under this regula- 
tion until the ownership shall change, when it will be necessary to disclose 
the actual owner as in the first instance. All such certificates filed with the 
several Dutch administration offices shall be forwarded to their respective 
agents in the United States to be filed with their returns. 

T. D. 2386 is revised accordingly and all treasury decisions in conflict 
herewith are hereby superseded and repealed. 
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(T. D. 2627, December 28, 1917) 
Instructions Relative to Acceptance of Uncertified Checks. 

In accordance with the provisions of section 1010 of the act of October 
3, 1917, collectors may accept uncertified checks in payment of income 
and excessive profits taxes. If such check is not paid by the bank on 
which it is drawn, the person by whom it has been tendered shall remain 
liable for the payment of the tax and for all legal penalties and additions 
the same as if such check had not been received. 

Such uncertified checks as the depositary bank is willing to accept 
should be included in the certificate of deposit issued to the collector. 

All other uncertified checks will be carried by the collector as “cash 
on hand” and not credited as “collections,” as the dates of the certificates 
of deposit determine the dates of collections. 

The date on which the collector receives the check will be considered 
the one on which payment is made, unless the check is returned dishonored. 

Such uncertified checks as the depositary bank is not willing to accept 
for immediate credit may be deposited for collection by the collector of 
internal revenue to his official credit, under his bond, with a regular 
depositary bank, and when the check or checks have been collected the 
proceeds should be immediately deposited by him with his other collec- 
tions for the day. At the same time the collector will charge his account 
“cash on hand” and credit the taxpayer from whom the particular uncerti- 
fied check was received. 


(T. D. 2625, December 17, 1917) 
Accrued Interest Deductible from Gross Income 


The income tax law of October 3, 1913, imposes a tax “upon the entire 
net income arising or accruing from all sources during the preceding 
calendar year to every corporation, joint stock company or association, and 
every insurance company, organized in the United States, no matter how 
created or organized.” 

Under section 13 (d) of the act of congress approved September 8, 
1916, it is provided: 


“A corporation, joint-stock company or association or insur- 
ance company, keeping accounts upon any basis other than that 
of actual receipts and disbursements, unless such other basis does 
not clearly reflect its income, may, subject to regulations made 
by the commissioner of internal revenue, with the approval of the 
secretary of the treasury, make its return upon the basis upon 
which its accounts are kept, in which case the tax shall be com- 
puted upon its income as so returned.” 


These provisions of law authorize corporations and joint-stock com- 
panies, or associations, and insurance companies, keeping books of account 
on an accrued basis, to deduct from gross income in returns of annual net 
income the accrual of interest for the return year within the limits pre- 
scribed by the taxing acts when shown as a charge against accrued income 
upon the books of account. 


(T. D. 2623, December 28, 1917) 


Interest on Bank Deposits Paid to Non-Resident Alien Individuals and 
Corporations is Subject to Withholding Provisions of 
the Act of October 3, 1917. 


Non-resident alien individuals and corporations are required to pay tax 
on all income received in the calendar year from sources within the 
United States, except exempt sources. Interest received from deposits in 
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banks located within the United States constitutes income received from 
sources within the United States and is subject to the withholding pro- 
visions of the act of September 8, 1916, as amended by the act of October 
3, 1917. Banks are therefore required to withhold the normal tax of 2 
per cent. upon interest paid to non-resident alien individuals and the 
normal tax of 2 per cent. and the war normal tax of 4 per cent. upon 
interest paid to a non-resident alien corporation “not engaged in business 
or trade within the United States and not having any office or place of 
business therein.” 


(T. D. 2622, December 26, 1917) 


Instructions Relative to Advance Payments in Instalments and in Whole 
of Income and Excess Profits Taxes Under Section 
1009, Act of October 3, 1917 


Section 1009 of the act of October 3, 1917, provides as follows: “Sec. 
1009. That the secretary of the treasury, under rules and regulations 
prescribed by him, shall permit taxpayers liable to income and excess 
profits taxes to make payments in advance in instalments or in whole of 
an amount not in excess of the estimated taxes which will be due from 
them, and upon determination of the taxes actually due any amount paid 
in excess shall be refunded as taxes erroneously collected. Provided, 
that when payment is made in instalments at least one-fourth of such 
estimated tax shall be paid before the expiration of thirty days after the 
close of the taxable year, at least an additional one-fourth within two 
months after the close of the taxable year, at least an additional one- 
fourth within four months after the close of the taxable year, and the 
remainder of the tax due on or before the time now fixed by law for such 
payment. Provided further, that the secretary of the treasury, under rules 
and regulations prescribed by him, may allow credit against such taxes so 
paid in advance of an amount not exceeding three per centum per annum 
calculated upon the amount so paid from the date of such payment to the 
date now fixed by law for such payment; but no such credit shall be 
allowed on payments in excess of taxes determined to be due, nor on 
payments made aiter the expiration of four and one-half months after 
the close of the taxable year. All penalties provided by existing law for 
failure to pay the tax when due are hereby made applicable to any failure 
to pay the tax at the time or times required in this section.” 

If taxpayers elect to make advance partial payments on their income 
or excess profits taxes, or both, as provided by section 1009 of the act of 
October 3, 1917, at least one-fourth of the estimated tax due must be paid 
within thirty days after the close of the taxable year, at least an additional 
fourth within two months after the close of the taxable year, at least an 
additional fourth within four months after the close of the taxable year, 
and the remainder of the tax due on or before the time now fixed by law 
for such payment. For the first taxable year, this means in the case of 
partnerships and corporations who do not fix their own fiscal years and 
in the case of individuals that at least one-fourth of the estimated tax 
due must be paid on or before January 30, 1918, at least an additional 
fourth on or before February 28, 1918, at least an additional fourth on 
or before April 30, 1918, and the remainder of the tax due on or before 
June 15, 1918. In the case of a partnership or corporation whose fiscal 
year ends July 31, for example, at least one-fourth of the estimated tax 
due must be paid on or before August 30, at least an additional fourth on 
or before September 29, at least an additional fourth on or before Novem- 
ber 28, and the remainder of the tax due on or before January 12, 165 
days after the close of its fiscal year. Taxpayers are not allowed under 
these regulations to make advance payments in instalments or in whole 
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before the close of their taxable year. Upon the first three instalments, 
interest at the rate of 3 per cent. per annum (365 days) will be allowed 
from the date each payment is made to the date now fixed by law for such 
payment. If the final payment is made within 4% months after the close 
of the taxable year, interest at the rate of 3 per cent. per annum (365 
days) will be allowed from the date of payment to the date now fixed 
by law for such payment. 

In arriving at the amount of the fourth instalment required to satisfy 
the assessed tax, it will be necessary to find the difference between the 
assessed tax and the sum of the first three instalments and the interest 
at 3 per cent per annum (365 days) on same from the dates of payment 
to the date now fixed by law for such payment. This difference will be 
the amount of the fourth instalment, if said instalment is paid after the 
expiration of 4% months after the close of the taxable year, since section 
1009 provides that no credit for interest shall be allowed on payments in 
excess of taxes determined to be due, nor on payments made aiter the 
expiration of 442 months after the close of the taxable year. 

If the fourth instalment is paid before the expiration of 4% months 
after the close of the taxable year, the amount of such instalment will be 
found by dividing the difference mentioned in the preceding paragraph 
by 1.00 plus the interest at 3 per cent. per annum (365 days) on $1 for 
the number of days from the date on which said fourth instalment is paid 
to date now fixed by law for such payment. 

For example, a taxpayer on January 15, 1918, files an income or excess 
profits tax return showing a tax liability of $4,000 and with the return 
makes partial payment of $1,000; February 25, 1918, makes a second pay- 
ment of $1,000; March 25, 1918, a third payment of $1,000; and the bal- 
ance May 1, 1918. - 

The first payment draws interest at the rate of 3 per cent. per annum 
from January 15 to June 15, 151 days (in January, 16; February, 28; 
March, 31; April, 30; May, 31; and June, 15), or $12.41, amount of 
$1,012.41; the second payment, 110 days (February, 3; March, 31; April, 
30; May, 31; and June, 15), or $9.04, amount $1,009.04; and the third pay- 
ment, 82 days (March, 6; April, 30; May, 31; and June, 15), or $6.74 
($6,739), amount $1,006.74. The sum of the three payments and interest 
thereon is $3,028.19, making the difference $971.81. The amount to be 
paid on May 1, 1918, to satisfy this difference is found, by dividing $971.81, 
by 1.00369863, the “amount” of $1 for 45 days (May, 30; and June, 15), 
at 3 per cent., to be $968.23 ($968.228). 

If, in the example given above, the fourth payment were made May 16, 
1917, the taxpayer would be required to pay the whole of the difference, 
$971.81, as no interest would be allowable on same under the law. 

If the taxpayer elects to pay the whole of the tax in advance, that is, 
after the close of the taxable year and prior to the expiration of 4% 
months after the close of the taxable year, the amount to be paid to satisfy 
the tax will be determined by dividing the amount of said tax by 1.00 
plus the interest on $1 at 3 per cent per annum (365 days) for the number 
of days from the date of payment to the date now fixed by law for such 
payment. 

If the advance payment in whole is made at the time of filing the 
return, and if upon the examination of such return in this office, it is 
found that the payment was in excess of the amount required, together 
with the interest thereon to satisfy the tax actually due, the taxpayer will 
be entitled to the refund of the amount of excess payment (but not the 
interest thereon) by making claim for same on form 46. 

In arriving at the amount of excess payment, the tax assessed should 
be, divided by 1.00 plus the interest at 3 per cent. per annum (365 days) 
on $1 for the number of days from the date of payment to the date now 
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fixed by law for such payment. The difference between the amount actu- 
ally paid in advance and the quotient will be the amount of excess 
payment. 

The interest at the rate of 3 per cent. per annum (365 days), allowed 
to a taxpayer on advance payments on income and excess profits taxes, 
must be considered income and accounted for as income by the taxpayer 
in his return for the year in which said interest is allowed. 

The receipt on form 1 issued to a taxpayer making an advance payment 
should have entered thereon the amount of such payment, the kind of 
such payment whether “in whole” or the first, second, third or fourth 
instalment, and also the amount of credit allowable on account of the 
interest at 3 per cent. per annum (365 days) for the number of days from 
the date of payment to the date now fixed by law for such payment, the 
sum of the two being the amount of credit to which the taxpayer is 
entitled on the tax due. 


If an advance payment either in whole or in part is made prior to 
making the assessment, it should be entered on form 58A or 58B, in the 
column for “assessable items” and the amount of interest allowed on such 
advance payment in the column for “interest allowed on advance pay- 
ments under section 1009 of the act of October 3, 1917.” The entry should 
show the kind of payment whether “in whole” or the first, second, third, 
or fourth instalment. The sum of the entries in column, “interest allowed 
on advance payments under section 1009 of the act of October 3, 1917,” 
will be included in the total of the list and charged to the collector. Credit 
= collector’s account for this charge will be obtained as provided 

elow. 


If the return is filed after one or more advance partial payments have 
been made, the assessment on form 23A or 23B will be the difference 
between the total tax due and the sum of such advance partial payments 
and interest allowed thereon. The entry on form 23A and 23B in the 
column for “remarks” will give the total tax due and make reference by 
page and line to previous advance payments. 

An advance payment and interest thereon on an assessment already 
made will be credited to the list in which such assessment has been made. 

On form 51B for the month in which such advance payments in instal- 
ments or in whole are made, collectors will take credit in column 5 of 
the statement of each list on which the taxes are assessed or are to be 
assessed for the sum of the credits allowed on account of interest on such 
payments from the dates paid to the date now fixed by law for such 
payments. As a voucher for these credits a schedule will be prepared for 
each list on which such payments are made, giving the names of the tax- 
payers making such payments arranged in the order in which the names 
are entered on the list and the folio and line where assessed, the date of 
payment, the kind of payment whether “in whole” or the first, second, 
third, or fourth instalment, the amount of payment, the amount of interest 
on same, and the sum of the payment and interest. The payment column, 
the interest column, and the column for the sum of the payment and 
interest should be added, and the total of the third will equal the sum of 
the totals of the first two. The credit taken in column 5 on form 51B 
will be the total of the interest column. In the case of such advance 
payments on the list for month in which such payments are made, to keep 
the statement of “advance collections on list for this month” in balance, 
it will be necessary to charge in column 2 on form 51B the sum of the 
credits taken in columns 3 and 5; and, in taking up such a list on form 
51B for the month in which said list is received from the commissioner, 
the total of said list should be entered at the left of column 2 and under- 
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neath the amount previously reported on form 5iB in column 2 of the 
statement of “advance collections on list for this month” and the balance 
charged in column 2. 

On form 79 the amount of interest allowed on such advance payments 
made within the quarter will be charged on line 5, and the schedules 
required by the preceding paragraph will be forwarded by this office to 
the auditor as vouchers for this charge. 


(T. D. 2616, December 11, 1917) 
Gifts or Bonuses to Employees of Corporations, Partnerships, 
or Individuals 


In order to establish uniformity and to facilitate the work of internal- 
revenue officers who are engaged in the examination of books for the 
verification of returns of annual net income made pursuant to the 
requirements of the federal income tax law, you are informed that special 
payments, sometimes denominated gifts or bonuses, made by corpcrations, 
partnerships, or individuals to officers or employees, will constitute allow- 
able deduction from gross income in ascertaining net income for the pur- 
pose of the income tax, when such payments are made in good faith and 
as additional compensation for the services actually rendered by the 
officers or employees. If such payments, when added to the stipulated 
salaries do not exceed a reasonable compensation for the services ren- 
dered, they will be regarded as a part of the wage or hire of the officer 
or employee, and therefore an ordinary and necessary expense of opera- 
tion and maintenance, and as such will be deductible from gross income. 

Special payments made to officers or employees, although in the form 
of additional salaries or compensation, will be regarded as a special distri- 
bution of profits or compensation for the capital invested, and not as 
payment for services rendered, if the amount of such payments is based 
upon or bears a close relationship to the stock holdings of such officers or 
employees, or to the capital invested by them in the business. Payments 
under such latter conditions being in the nature of dividends or distribu- 
tion of profits, will not be deductible from gross income. 

Salaries of officers or employees, who are stockholders or have an 
interest in the business, will be subject to careful analysis, and if they are 
found to be rather in proportion to the stock holdings or interest of such 
officers and employees than to the real value of the services rendered and 
to be in excess of the salaries paid to officers or employees in similar 
positions in other concerns doing business of a like nature and of approx- 
imately equal volume and earnings, the amount paid in excess of reason- 
able compensation for the services will not be deductible from gross 
income, but will be treated as a distribution of profits. 


(T. D. 2615, December 13, 1917) 


Extending Time in Which to File Returns of Annual Net Income by 
Corporations, Pursuant to the Requirements of Titles I and II of 
the Act of October 3, 1917, for a Fiscal Year Ended on 
the Last Day of Some Month During the Year 
1917 (except December 31, 1917). 


The provisions of T. D. 2561, October 16, 1917, extending the time to 
January 1, 1918, to corporations filing returns for war income and war 
excess profits taxes, pursuant to the act of October 3, 1917, on the basis 
of a fiscal year ended on the last day of some month during the year 1917 
(except December 31, 1917) are hereby amended so as to extend the time 
of filing such returns until February 1, 1918. This extension applies also 
to returns of annual net income of such corporations which were due 
subsequent to October 16, 1917, the date of T. D. 2561, but prior to Feb- 
ruary 1, 1918. 
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(T. D. 2609, December 19, 1917) 
Inventories of Merchandise, Etc., and of Securities Held by Dealers. 


1. For the purposes of income and excess profits tax returns, inven- 
tories of merchandise, etc., and of securities, will be subject to the follow- 
ing rules: 

A. Inventories of supplies, raw materials, work in process of produc- 
tion and unsold merchandise, must be taken either (a) at cost, or (b) at 
cost or market price whichever is lower; provided that the method adopted 
must be adhered to in subsequent years unless another be authorized by 
the commissioner of internal revenue. 

B. A dealer in securities who in his books of account regularly inven- 
tories unsold securities on hand either (a) at cost, or (b) at cost or 
market price whichever is lower, may for purposes of income and excess 
profits taxes make his return upon the basis upon which his accounts are 
kept; provided that a description of the method employed shall be 
included in or attached to the return, that all the securities must be inven- 
toried by the same method, and that such method must be adhered to in 
subsequent years unless another be authorized by the commissioner of 
internal revenue. 

C. Gain or loss resulting from the sale or disposition of assets inven- 
toried as above must be computed as the difference between the inventory 
value and the price or value at which sold or disposed of. 

2. In all other cases inventories must be taken at cost or at value as 
of March 1, 1913, as the case may be. 


(T. D. 2610, December 20, 1917) 


Construction of Terms “Tangible Property” and “Intangible Property” 
as Used in Section 207. 


The term “other intangible property” as used in section 207 will be 
construed to mean property of a character similar to goodwill, trade- 
marks, and the other specific kinds of property enumerated in the same 
clause. With respect to property not clearly of such a character rulings 
will be issued as occasion may demand, to indicate whether it shall be 
regarded as tangible or intangible. 

To date, the following classes of property have been construed to be 
tangible property within the meaning of section 207: 


Stocks, 

Bonds, 

Bills and accounts receivable, 

Notes and other evidences of indebtedness. 


(T. D. 2611, December 20, 1917) 


Salary Allowances in the Case of Partnerships and of Individuals Engaged 
in Trade or Business 


1. In computing net income for purposes of the excess profits tax a 
partnership will be allowed to deduct as an expense reasonable salaries or 
compensation paid to individual partners for personal services actually 
rendered during the taxable year, if the payments are made in accordance 
with prior agreements and are properly recorded on the books of the 
partnership. In no case shall the salaries or compensation so deducted be 
in excess of the salaries or compensation customarily paid for similar 
services under like responsibilities by corporations engaged in like or simi- 
lar trades or businesses. 

With respect to any period prior to March 1, 1918, where no previous 
agreement has been made as to salaries or compensation a similar deduc- 
tion will be allowed for services actually rendered. 
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In the case of a foreign partnership the deduction shall be limited to 
those portions of salaries or compensation which are paid for services 
rendered with respect to trade or business carried on in the United States. 

A partner in his individual capacity is, however, subject to the excess 
profits tax, if any, at the 8 per cent. rate under section 209 with respect to 
any salary or compensation from the partnership for personal services 
(including any amounts allowed to the partnership as a deduction for the 
period prior to March 1, 1918). 

An individual carrying on a trade or business having an invested capital 
may designate a reasonable amount as salary or compensation for per- 
sonal service actually rendered by him in the conduct of such trade or 
business. In no case shall the amount so designated be in excess of the 
salaries or compensation customarily paid for similar service under like 
responsibilities by corporations or partnerships engaged in like or similar 
trades or businesses. 

In the case of a non-resident alien individual, the amount shall be 
limited to that portion of the salary or compensation which is for service 
rendered with respect to trade or business carried on in the United States. 

An individual is, however, subject to the excess profits tax, if any, at 
the 8 per cent. rate under section 209 with respect to the amount so 
designated, and the balance of the income derived irom such trade or 
business shall be subject to the graduated rates prescribed in section 201. 


(T. D. 2612, December 20, 1917) 


Individual Partners Non-Taxable as to Shares in Partnership Profits but 
Taxable as to Salaries Received from Partnership. 


A partner in his individual capacity will not be considered as engaged 
in trade or business with respect to his share in the profits of the partner- 
ship, and consequently will not be subject to excess profits tax thereon. 
He is, however, subject to the excess profits tax, if any, at the 8 per cent. 
rate under section 209 with respect to any salary or compensation from 
the partnership for personal services, (including any amounts allowed to 
the partnership as a deduction for the period prior to March 1, 1918). 


(T. D. 2613, December 20, 1917) 


Deductions Allowed to Partnerships for Interest on Bona Fide Loans by 
Partners. 


In computing net income for purposes of the excess profits tax a 
partnership will be allowed to deduct amounts paid during the year to an 
individual partner as interest upon any bona fide loan, but no deduction 
for so-called interest upon capital will be recognized. 


(T. D. 2614, December 20, 1917) 
When a Return of Information as to the Invested Capital and Net Income 
for the Pre-War Period will not be Required. 

For the purposes of the excess profits tax, a return of information with 
respect to the invested capital and net income for the pre-war period will 
not be required of a corporation, partnership or individual in the follow- 
ing cases: 

(1) If the taxpayer accepts the minimum percentage, viz.: 7 per cent., 
ge percentage to be used in computing the deduction under section 

. : 

(2) If the trade or business is taxable only at the 8 per cent. rate 
under section 209. 

The foregoing must not be construed as not requiring a return of infor- 
mation as to all facts which may be necessary for the ascertainment of 
the capital and income for the taxable year whenever such a return is 
required by the commissioner of internal revenue. 
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(T. D. 2657, February 25, 1918) 


The Time for Filing Returns Due on or Before March 1, 1918, for Muni- 
tions Manufacturers’ Tax is Extended to April 1, 1918 


Because of unavoidable delay in the preparation of the form for the 
munitions manufacturers’ tax, and in order to afford taxpayers a necessary 
neriod efor the preparation of returns after receiving the forms, the time 
for filing returns due on or before March 1, 1918, pursuant to the act of 
September 8, 1916, as amended by the act of October 3, 1917, for muni- 
tions manufacturers’ tax is hereby extended to April 1, 1918. 


(T. D. 2662, March 6, 1918) 


When Consolidated Returns are to be Made for Purposes of the Excess 
Profits Tax 


Pursuant to article 78 of regulations 41 relative to war excess profits 
tax, affiliated corporations, as limited and defined in paragraphs C and D 
helow, are hereby directed to make consolidated returns for the purpose 
of excess profits tax. Affiliated corporations other than those falling 
within the provisions of paragraphs C and D may make a consolidated 
return only after having secured permission in writing from the commis- 
sinner of internal revenue. Affiliated corporations are defined in article 
77 of the regulations as follows: 

“For the purnose of this regulation two or more corporations will be 
deemed to be affiliated (1) when one such corporation owns directly or 
controls through closely affiliated interests or bv a nominee or nominees, 
all or cnbstantiallv all of the stock of the other or others, or when sih- 
stantiallv all of the stock of two or more cornorations is owned hy the 
same individual or partnershin. and hoth or all of such cornorations are 
engaged in the same or a closely related business: or (2) when one such 
corporation (a) huvs from or sells to another products or services at 
nrices ahove or below the current market, thus affecting an artificial distri- 
bution of profits; or (b) in any wav so arranges its financial relationshins 
with another corporation as to assign to it a disproportionate share of net 
income or invested capital.” 

A. Two or more corporations are not “affiliated” merely because all or 
substantially all of the stock therein is owned by the same corporation, 
individual or partnership: they must also be engaged in the same or a 
closely related business. 

B. For purposes of regulation by public service commissions or similar 
authorities the identitv of public service corporations, when not grouped 
into one operating unit, must he maintained. even though they are owned 
by the same corporation or taxpayer: and under such reculation the 
accounts of such public service corporations are deemed to reflect the true 
invested capital and income of each operating unit. Accordinglv railroads. 
gas, electric, water and other public service corporations when operated 
independently and not physically connected or merged—particularly when 
situated in different jurisdictions and subject to regulation by public ser- 
vice commissions—will not be required or permitted, without special per- 
mission obtained in advance, to make a consolidated return. When, how- 
ever, a railroad or other public utility is owned by an industrial corpora- 
tion and is operated as a plant facility or as an integral part of a group 
organization of affiliated corporations, and such affiliated corporations 
are required to file a consolidated return, the return of such railroad or 
other public utility shall be included therein. 
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C. The words “all or substantially all of the stock” as used in the above 
definition (article 77) will until further notice be interpreted as meaning 
an ownership of 95 per cent. or more of such stock by the same taxpayer 
during the taxable year. 

D. In case of affiliated organizations among which there exist contracts 
or trade or financial practices which arbitrarily or artificially influence or 
determine the amount of the invested capital or net income of one or 
more of the corporations so affiliated and where 95 per cent. or more of 
the stock of the subsidiary affiliated corporations is owned by a parent or 
controlling corporation or by an individual or partnership, a consolidated 
return will be required. 

E. A consolidated return shall be filed by the parent or principal cor- 
poration in the office of the collector of the district in which it has its 
principal office. Each of the other affiliated corporations shall file in the 
office of the collector of its respective district a return, entering thereon 
its name and address and replying to the « 1estions in schedule one, and 
to questions 1, 2, 3, 4 and 11 on page 4 of form 1103; and stating also (1) 
that the corporation is affiliated with a cesignated parent or principal 
corporation, (2) that its return is included in the consolidated return of 
such parent or principal corporation, and (3) the district in which the 
consolidated return is filed. 

F. Assets of affiliated or subsidiary corporations which have to be 
adjusted to meet the statutory limitation prescribed by section 207 shall 
be valued as of conditions existing at the dates when such assets were 
acquired by the respective affil'ated or subsiciary corporations and not as 
of the date when the stock i: such affiliated or subsidiary corporations 
was acquired by the parent or’ controlling corporation. 

G. Affiliated corporations filing a consolidated return shall include in 
such return (1) a specific statement of the number or proportion of the 
shares in the affiliated corporations held by the parent or controlling cor- 
poration during the taxable year, and (2) a schedule showing the pro- 
portionate amount of the total tax which it is agreed among them is to 
be assessed upon each affiliated corporation. 

H. If the commissioner of internal revenue upon examination of any 
consolidated return finds that the tax cannot in his judgment be properly 
assessed upon the basis of such return, the affiliated corporations covered 
by such consolidated return shall, upon notice from the commissioner of 
internal revenue, file separate returns. 
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CONSOLIDATED STATEMENTS 

II 
Minority Stock Ho pincs 

In the preceding illustrations it was assumed that the hoiding company 
owned all of the stock of the subsidiary. The question now arises as to 
the method of preparing a’ :onsolidated balance-sheet in case the holding 
company owns only a portion of the stock of its subsidiary. If the hold- 
ing company owns less thaa a controlling interest, it would be satisfac- 
tory merely to include in its balance-sheet the investment account instead 
of taking up the various assets and liabilities represented by this account. 
But when control can be and is exercised a consolidated balance-sheet 
should be prepared. This may be done by either of two methods: 

(a) Taking up only the holding company’s proportion of the assets 
and liabilities of the subsidiary company ;" 

(b) Taking up all the assets and liabilities of the subsidiary company 
and showing on the liability side of the consolidated balance-sheet the 
minority interest in the subsidiary’s capital stock and surplus. 

The second is the customary method. * 

Let us assume that when the X company was organized, three-fourths 
of the stock was purchased by the A company and one-fourth by an 
individual M. All stock purchases were made at par, and at the end of 
the year the balance-sheet of the two companies were as follows: 

Balance-sheets—December 31, 1917 


Assets ‘ Liabilities 
A xX A x 
Plant and equip- Accounts payable 35,000 50,000 
ment 210,000 - 35,000 Capital stock 300,000 100,000 
Raw material 45,000 25,000 Surplus 90,000 15,000 


Finished goods 20,000 20,000 
Accounts receivable 30,000 20,000 
Cash 45,000 15.000 
Investment X stock 75,000 








425,000 165,00. 425,000 165,000 











Following method A, only three-fourths of the assets and liabilities of 
X would be taken into the consolidated balance-sheet. 

The minority interest would be eliminated by dropping one-fourth of 
the assets and liabilities of X and o1e-fourth of the capital stock and sur- 
plus representing the net assets held by the minority, M. 
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Inter-company stock holdings would be eliminated as before. 


ComPpANy A AND Sussiprary X 


Consolidated working papers—December 31, 1917 


Minority Inter-co. Consol. 


Company Company of X elim- balance- 
Assets A x (%) inations _ sheet 

Plant and equipment 210,000 85,000 21,250 273,750 
Raw material 45,000 25,000 6,250 63,750 
Finished goods 20,000 20,000 5,000 35,000 
Accounts receivable 30,000 20,000 5,000 45,000 
Cash 45,000 15,000 3,750 56,250 
Investment in X stock 75,000 75,000 





425,000 165,000 41,250 75,000 473,750 














Liabilities 
Accounts payable 35,000 50,000 12,500 72,500 
Capital stock 300,000 100,000 25,000 75,000 300,000 
Surplus 90,000 15,000 3,750 101,250 





425,000 165,000 41,250 75,000 473,750 











The following balance-sheet includes only the holding company’s three- 
fourths proportion of the subsidiary’s assets, liabilities and surplus. 


Company A AND SUBSIDIARY X 
Consolidated balance-sheet—December 31, 1917 


Assets Liabilities 
Plant and equipment 273,750 Accounts payable 72,500 
Raw material 63,750 Capital stock 300,000 
Finished goods 35,000 Surplus 101,250 
Accounts receivable 45,000 
Cash 56,250 
473,750 473,750 


While the consolidated balance-sheet, prepared in this way shows the 
holding company’s own assets, liabilities, capital stock and surplus and its 
proportion of the assets, liabilities and earnings of its subsidiary, it does 
not contain all the information essential to a comprehensive statement. It 
understates the assets controlled by the consolidation. It ignores that 
proportion of the subsidiary’s liabilities ($12,500) which, although applica- 
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ble to the minority interest, may have to be financed by the holding com- 
pany in order to hold the organization together. It does not disclose the 
fact that there is a minority of stock in the subsidiary not owned by the 
holding company. These objections may be obviated by preparing the 
consolidated balance-sheet by method B. 

Following method B, all the assets and liabilities of the subsidiary 
would be included in the consolidated balance-sheet, the minority interest 
in the net assets being shown among the liabilities. The minority interest, 
represented by its proportion of the capital stock and surplus of the sub- 
sidiary, would, in the case used as an illustration, be computed as follows: 


Minority interest in X company Total 25% 

Capital stock $100,000 $25,000 

Surplus 15,000 3,750 
Total 28,750 


Consolidating under method B, we would have the following: 


CompaANy A AND SUBSIDIARY X 
Consolidated working papers—December 31, 1917 











Consol. 
Company Company _Inter-co. balance- 
Assets A xXx eliminations sheet 
Plant and equipment 210,000 85,000 295,000 
Raw material 45,000 25,000 70,000 
Finished goods 20,000 20,000 40,000 
Accounts receivable 30,000 20,000 50,000 
Cash 45,000 15,000 60,000 
Investment in X_ stock 75,000 75,000 
425,000 165,000 75,000 515,000 
Liabilities 
Accounts payable 35,000 50,000 85,000 
Capital stock 
Company A 300,000 300,000 
Company X 100,000 75,000 25,000 M 
Surplus 
Company A 90,000 90,000 S 
Company X 15,000 11,250 S 
3,750 M 





425,000 165,000 75,000 515,000 








Note :—The letter M will, whenever used, represent minority interest; 
the letter S will represent surplus. 
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Company A AND SussipIARY X 


Consolidated balance-sheet—December 31, 1917 


Assets Liabilities 
Plant and equipment 295,000 Accounts payable 85,000 
Raw material 70,000 Minority interest in 
Finished goods 40,000 X company 28,750 
Accounts receivable 50,000 Capital stock 300,000 
Cash 60,000 Surplus 101,250 
—_—. ———. 401,250 
515,000 515,000 


This form of consolidated balance-sheet is the only one that presents 
the true relation of the combined companies to the outside public. The 
minority interest in X company is a capital interest and is not an ordinary 
account payable. The total capital stock outstanding is actually $325,000 
and the actual surplus is $115,000. It would not be correct to state these 
accounts in the consolidated balance-sheet at these figures, because the 
balance-sheet is prepared solely to exhibit the condition of A as affected 
by its ownership of the stock of X. 


Book VALUE AT DaTE oF ACQUISITION 


The foregoing illustrations have all been based on the assumption that 
the holding company acquired its interest in the subsidiary by subscribing 
for the stock of a newly organized company at par. Since the subsidiary 
company had no surplus at its organization, the par value of the stock 
was also the book value at the date of acquisition. In the working papers 


The holding company’s investment account represented the 
book value of the acquired stock of the subsidiary at the 
date of acquisition and was offset against and elim- 
inated with 

The subsidiary company’s capital stock account or such a part 
thereof as represented the book value of stock acquired by 
the holding company at the date of acquisition. 


In the illustrations which follow it will be noted that the eliminations 
for inter-company stock holdings always represent the book value of the 
acquired stock at the date of acquisition. 

Let us assume that the S company has been in operation for some 
time and presents the following balance-sheet at December 31, 1916: 
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THe S ComMpaANy 


Balance-sheet—December 31, 1916 


Assets 
Cash 10,000 
Accounts receivable 20,000 
Finished goods 25,000 
Raw material 15,000 
Plant and equipment 60,000 
Goodwill 10,000 


140,000 


Liabilities 
Accounts payable 10,000 
Notes payable 5,000 
Capital stock 100,000 
Surplus 25,000 


140,000 


The H company at this date purchases all of the stock of the S com- 
pany at book value, represented on the books of S by 


Capital stock 100,000 
Surplus 25,000 
Total (purchase price) 125,000 
After acquiring this stock, H’s balance-sheet is 
THe H Company 
Balance-sheet—December 31, 1916 
Assets Liabilities 
Cash 20,000 Accounts payable 15,000 
Notes receivable 10,000 First mortgage bonds 50,000 
Accounts receivable 35,000 Capital stock 200,000 
Finished goods 40,000 Surplus 85,000 
Raw material 20,000 
Plant and equipment 75,000 
Goodwill 25,000 


Investment in S co. stock 125,000 


350,000 


350,000 


In the following working papers, made immediately after the consoli- 
dation, we eliminate from the accounts of both companies those accounts 
which represent the book value of the acquired stock at the date of 


acquisition, 
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THe H Company AND Sussipiary S 
Consolidated working papers—December 31, 1916 


Consol. 
Company Company _Inter-co. balance- 

Assets H S eliminations sheet 

Cash 20,000 10,000 30,000 ) 
Notes receivable 10,000 10,000 
Accounts receivable 35,000 20,000 55,000 
Finished goods 40,000 25,000 65,000 
Raw materials 20,000 15,000 35,000 
Plant and equipment 75,000 60,000 135,000 
Goodwill 25,000 10,000 35,000 


Investment in S co. stock 125,000 125,000* 








350,000 140,000 125,000 365,000 














Liabilities 
Accounts payable 15,000 10,000 25,000 | 
Notes payable 5,000 5,000 
First mortgage bonds 50,000 50,000 
Capital stock 200,000 100,000 100,000 200,000 
Surplus 85,000 25,000 25,0007 85,000 








350,000 140,000 125,000 365,000 














*Book value, at date of acquisition, as shown by books of H. 
+Book value, at date of acquisition, as shown by books of S. 


From these working papers would be prepared the following: 


THE H CoMPANY AND SUBSIDIARY S 
Consolidated balance-sheet—December 31, 1916 





Assets Liabilities 
Current assets Current liabilities | 
Cash 30,000 Accounts pay- 
Notes receivable 10,000 able 25,000 
Accounts receiv- Notes payable 5,000 30,000 
able 55,000 —_—— 
Finished goods 65,000 Fixed liabilities 
Raw materials 35,000 195,000 First mortgage 
a bonds 50,000 
Fixed assets Capital stock and surplus 
Plant and equip- Capital stock 200,000 | 
ment 135,000 Surplus 85,000 285,000 ) 
Goodwill 35,000 170,000 | 








365,000 365,000 
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One year later the two companies present the following balance-sheets, 


which are combined to save space: 


Balance-sheets—December 31, 1917 


Company Company 


Company Company 


Assets H S Liabilities H S 
Cash 25,000 15,000 Accounts payable 10,000 10,000 
Notes receivable 5,000 Notes payable 5,000 
Accounts receiv- Due to co. H 15,000 

able 40,000 25,000 First mortgage 
Due from co. S 15,000 bonds 50,000 


Finished goods 45,000 30,000 Capital stock 


Raw materials 20,000 20,000 Surplus 


Plant and equip- 

ment 80,000 65,000 
Goodwill 25,000 10,000 
Investment in S 

co. stock 125,000 





380,000 165,000 


200,000 100,000 
120,000 35,000 





380,000 165,000 








In consolidating the balance-sheets it is necessary to eliminate the 


inter-company current accounts and also the inter-company stock holdings 


at book value at date of acquisition. This stock elimination involves 


canceling 
Investment account 
Representing 
Capital stock of S 
acquired 100,000 
Surplus of S 
acquired 25,000 
When the surplus of S totaling 35,000 
has been reduced by the elimination of 25,000 
there remains a balance of 10,000 


125,000 


125,000 


which represents the 


profits earned during the year by the subsidiary, and hence by the holding 
company. Therefore the $10,000 is included in the surplus appearing in 


the consolidated balance-sheet. 
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Tue H Company AND Sussipr1ary S 
Consolidated working papers—December 31, 1917 


Consol. 
Company Company  balance-_ Inter-co. 

Assets H S sheet eliminations 

Cash 25,000 15,000 40,000 

Notes receivable 5,000 5,000 

Accounts receivable 40,000 25,000 65,000 
Due from company S 15,000 15,000 

Finished goods 45,000 30,000 75,000 

Raw materials 20,000 20,000 40,000 

Plant and equipment 80,000 65,000 145,000 

Goodwill 25,000 10,000 35,000 
Investment in S co. stock 125,000 125,000 





380,000 165,000 140,000 405,000 








Liabilities 
Accounts payable 10,000 10,000 20,000 
Notes payable 5,000 5,000 
Due to company H 15,000 15,000 
First mortgage bonds 50,000 50,000 
Capital stock 200,000 100,000 100,000 200,000 
Surplus 120,000 35,000 25,000 130,000 





380,000 165,000 140,000 405,000 








The consolidated balance-sheet would be prepared from the figures in 
the last column. 


SURPLUS OF SUBSIDIARY WITH MINORITY INTEREST 


Let us now assume that the H company had acquired only 90 per cent. 
of the capital stock of the S company, paying book value therefor on the 
date of acquisition, December 31, 1916. The cost would be computed as 


follows: 


Investment in S, represented by 


Total 90% 
Capital stock of S 100,000 90,000 
Surplus of S 25,000 22,500 
Book value at date of acquisition 112,500 


Since the book value is also the cost, there would appear on the books 
of H an account “Investment in S co. stock, $112,500.” In consolidating 
the balance-sheets, either at the beginning or end of the year, the invest- 
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ment accounts would be entirely eliminated as well as $90,000 of the 
capital stock and $22,500 of the surplus of S, representing the book value 


of the stock acquired. 


In the following working papers, made as at December 31, 1917, the 
minority interest in S must be computed; it is 
10 per cent. of the capital stock (100,000) 

10 per cent. of the surplus of S at end of year (35,000) 3,500 


The surplus appearing in the consolidated balance-sheet would be com- 


posed of the following: 


10,000 




















Surplus of H company 120,000 
Surplus of S company 35,000 
Deduct: 
Surplus paid for in acquiring stock 22,500 
Surplus belonging to minority 3,500 26,000 
Surplus earnings of S applicable to H co. 9,000 
(which is 90% of $10,000 earned since acquisition) —_ 
Total 129,000 
The working papers would be 
THE H Company AND Sussipiary S 
Consolidated working papers—December 31, 1917 
Consol. 
Company Company _Inter-co. balance- 
Assets H S eliminations sheet 
Cash 37,500 15,000 52,500 
Notes receivable 5,000 5,000 
Accounts receivable 40,000 25,000 65,000 
Due from company S 15,000 15,000 
Finished goods 45,000 30,000 75,000 
Raw materials 20,000 20,000 40,000 
Plant and equipment 80,000 65,000 145,000 
Goodwill 25,000 10,000 35,000 
Investment in S co. stock 112,500 112,500 
380,000 165,000 127,500 417,500 
Liabilities 
Accounts payable 10,000 10,000 20,000 
Notes payable 5,000 5,000 
Due to company H 15,000 15,000 
First mortgage bonds 50,000 50,000 
Capital stock: 
Company H 200,000 200,000 
Company S 100,000 
Inter-co holding 90,000 
Minority 10,000 M 
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Surplus: 


Company H 120,000 120,000 S 
Company S 35,000 
Inter-co. purchase 
(90% of $25,000) 22,500 
Minority 
(10% of $35,000) 3,500 M 
Portion earned since acquisition 9,000 S 








380,000 165,000 127,500 417,500 














CompaANy H anp Svussipiary S 


Consolidated balance-sheet—December 31, 1917 








Assets Liabilities 
Current assets Current liabilities 
Cash 52,500 Accounts pay- 
Notes receivable 5,000 able 20,000 
Accounts receiv- Notes payable 5,000 25,000 
able 65,000 —_——_— 
Finished goods 75,000 Fixed liabilities 
Raw materials 40,000 237,500 First mortgage 
bonds 50,000 
Fixed assets Minority interest 
Plant and equip- in S 13,500 
ment 145,000 Capital stock and surplus 
Goodwill 35,000 180,000 Capital stock 200,000 
Surplus 129,000 329,000 
417,500 417,500 


TREATMENT OF DIFFERENCE BETWEEN BooK VALUE AND 
PuRCHASE PRICE 


In all of the foregoing illustrations it has been assumed that the holding 
company purchased stock at exactly its book value as indicated by the 
capital stock and surplus of the subsidiary at the date of acquisition. We 
shall now consider the complications which arise in case the stock is 
acquired at a price either above or below book value. 


First let us assume that the stock is acquired at more than book value. 
The balance-sheet showing the condition of the S company at December 
31, 1916, is 
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THe S CoMPANy 


Balance-sheet—December 31, 1916 


Assets Liabilities 

Cash 10,000 Accounts payable 10,000 
Accounts receivable 20,000 Notes payable 5,000 
Finished goods 25,000 Capital stock 100,000 
Raw material 15,000 Surplus 25,000 
Plant and equipment 60,000 
Goodwill 10,000 

140,000 140,000 
Company H acquires all of the stock of S at a price of 135,000 


The book value of S at date of acquisition is measured by 


Capital stock 100,000 
Surplus 25,000 125,000 





Excess 10,000 


It can hardly be assumed that this excess represents a loss; it is rather 
an excess payment made in recognition of the fact that S company 
possesses a value to the holding company in excess of its net assets. Such 
excess value must be goodwill. In consolidating the balance-sheets, we 
must eliminate from both sides an amount representing the book value 
of the stock at the date of acquisition. Thus from 
the investment account of 135,000 
we will eliminate the book value represented by 





Par of stock purchased 100,000 
Surplus purchased 25,000 125,000 
leaving a balance, to be carried into the balance-sheet column of 10,000 


which is considered as goodwill and included in the consolidated balance- 
sheet, with the goodwill already on the books of H and S. The balance- 
sheet of H at the date of acquiring the stock is shown in the following 
working papers: 
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THe H CoMpaANy AND SUBSIDIARY S 


Consolidated working papers—December 31, 1916 


Consol. 
Company Company _Inter-co. balance- 
Assets H S eliminations sheet 
Cash 10,000 10,000 20,000 
Notes receivable 10,000 10,000 
Accounts receivable 35,000 20,000 55,000 
Finished goods 40,000 25,000 65,000 
Raw material 20,000 15,000 35,000 
Plant and equipment 75,000 60,000 135,000 
Goodwill 25,000 10,000 35,000 
Investment in S co. stock-cost 135,000 
Par value 1000 shares at $100 100,000 
Surplus at date of acquisition 25,000 
Goodwill 10,000 G 








350,000 140,000 125,000 365,000 














The letter G will hereafter be used to denote goodwill. 


Liabilities 

Accounts payable 15,000 10,000 25,000 
Notes payable 5,000 5,000 
First mortgage bonds 50,000 50,000 
Capital stock 

H 200,000 200,000 

S 100,000 100,000 
Surplus 

H 85,000 85,000 

S 25,000 25,000 








350,000 140,000 125,000 365,000 
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Tue H CoMPANY AND SUBSIDIARY S 


Consolidated balance-sheet—December 31, 1916 





Assets Liabilities 
Current assets Current liabilities 
Cash 20,000 Accounts pay- 
Notes receivable 10,000 able 25,000 
Accounts receiv- Notes payable 5,000 30,000 
able 55,000 —_—_—_ 
Finished goods 65,000 Fixed assets 
Raw material 35,000 185,000 First mortgage 
a bonds 50,000 
Fixed assets Capital stock and surplus 
Plant and equip- Capital stock 200,000 
ment 135,000 Surplus 85,000 285,000 
Goodwill 45,000* 180,000 a 
365,000 365,000 
*Represented by goodwill 
On books of H 25,000 
On books of S 10,000 


In purchase of stock 10,000 


45,000 


Let us assume that at the expiration of a year from date of purchase 
the books include the following accounts (which are the only ones required 
to show the inter-company eliminations). 


Company Company 


Assets H S 
Investment in S co. stock 135,000 

Liabilities 
Capital stock 200,000 100,000 
Surplus 105,000 40,000 
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The eliminations in the working papers would be 


Consol. 
Company Company _Inter-co. balance- 
Assets H Ss eliminations sheet 
Investment in S co. stock— 
cost 135,000 
Par value 1,000 shares at $100 100,000 
Surplus at date of purchase 
(one year ago) 25,000 
Goodwill 10,000 G 
Liabilities 
Capital stock 
H 200,000 200,000 
S 100,000 100,000 
Surplus 
H 105,000 105,000 S 
S 40,000 25,000 15,000 S 


GoopwiLL, Minority INTEREST AND SUBSIDIARY PROFITS 


We shall next assume that the holding company acquired only 80 per 
cent. of the stock of the subsidiary, paying $105,000 therefor. It will be 
remembered that at December 31, 1916, the date of acquisition, company S 
had 


Capital stock, 100,000, of which H acquired 80%, or 80,000 


Surplus, 25,000, of which H acquired 80%, or 20,000 
Book value of stock acquired 100,000 


The purchase price, $105,000, exceeded the book value of the stock by 
$5,000, and this excess would be included in the goodwill of the consoli- 
dation. The following working papers show the consolidation after the 
expiration of one year. The balance-sheets of the two companies are not 
set up because the figures are shown in the first two columns below. 
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CoMPANY H anp Sussipiary S 


Consolidated working papers—December 31, 1917 


Consol. 
Company Company _Inter-co. balance- 
Assets H S eliminations sheet 
Cash 25,000 10,000 35,000 
Notes receivable 20,000 20,000 
Accounts receivable 35,000 25,000 60,000 
Due from S 5,000 5,000 
Finished goods 40,000 25,000 65,000 
Raw material 25,000 20,000 45,000 
Plant and equipment 80,000 60,000 140,000 
Goodwill 25,000 10,000 35,000 
Investment in S co. stock cost 105,000 
Par 800 shares at 100 80,000 
Surplus at acquisition 
80% of $25,000 20,000 
Goodwill 5,000 G 








360,000 150,000 105,000 405,000 














Liabilities 

Accounts payable 5,000 5,000 10,000 
Due to H 5,000 5,000 
First mortgage bonds 50,000 50,000 
Capital stock 

H 200,000 200,000 

S 100,000 80,000 20,000 M 
Surplus 

H 105,000 105,000 S 

S 40,000 

Included in purchase 
(80% of 25,000) 20,000 

Minority (20% of 40,000) 8,000 M 
Holding co.’s portion (80% of 15,000 earning) 12,000 S 








360,000 150,000 105,000 405,000 














Excess oF Book VALUE OvER PURCHASE PRICE 


We shall now consider the questions involved in acquiring stock of a 
subsidiary at less than book value. When the subsidiary (see preceding 
illustration) had a 


Capital stock of 100,000 
Surplus of 25,000 
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the holding company purchased an 80% interest for $95,000, which 
represented 


80% of capital stock (100,000) 80,000 
80% of surplus (25,000) 20,000 


Total book value 100,000 


When more than book value is paid for subsidiary stock, the difference 
is added to the goodwill of the consolidation. When less than book value 
is paid, the difference may be deducted from the goodwill already on the 
books of the consolidated companies. This is certainly the conservative 
procedure; but when there are no goodwill accounts, it may be claimed 
that the difference should be credited to surplus. 

This would be allowable only in case the value of the net assets could 
be absolutely depended upon as real and not in the least inflated. Ordi- 
narily this would be the case only when the stock had been bought at a 
forced sale for less than its real worth. Under normal conditions the low 
price would indicate that the book value was overstated, or that the com- 
pany was not making a normal profit justifying the valuation of its stock 
at the fair value of its net assets. If the book value is overstated the 
assets must be revalued in the consolidated balance-sheet. If the low price 
is occasioned by lack of earning power, a condition exists that is the 
opposite of that in which excess earnings are capitalized as goodwill. 

As the payment of more than book value for the stock of a subsidiary 
company is not considered a loss, the payment of less than genuine book 
value. cannot be classed as a profit. As the excess payment in the one 
case increases the assets by adding the intangible asset of goodwill, the 
short payment in the other case should either reduce the intangible asset 
of goodwill, if it is present, or increase the liabilities by setting up an 
offsetting reserve account. Since this reserve is not against any specific 
class of assets, it should be designated as a general or contingent reserve. 
Of course, it may be shown as unearned discount on subsidiary stock, 
if desired. 
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The following working papers show the consolidation after one year’s 


operation : 


Company H anp Sussipi1ary S 


Consolidated working papers—December 31, 1917 

















Consol. 
Company Company _Inter-co. balance- 
Assets H S eliminations sheet 
Cash 35,000 10,000 45,000 
Notes receivable 20,000 20,000 
Accounts receivable 35,000 25,000 60,000 
Due from S 5,000 5,000 
Finished goods 40,000 25,000 65,000 
Raw material 25,000 20,000 45,000 
Plant and equipment 80,000 60,000 140,000 
Goodwill 25,000 10,000 35,000 G 
Investment in S co. stock— 
cost 95,000 
Par 800 shares at 100 
Surplus at acquisition— 
80% of 25,000 20,000 
Deduction from goodwill —5,000 G 
369,000 150,000 105,000 405,000 
Liabilities 
Accounts payable 5,000 5,000 10,000 
Due to H 5,000 5,000 
First mortgage bonds 50,000 50,000 
Capital stock 
H 200,000 200,000 
S 100,000 80,000 20,000 M 
Surplus 
H 105,000 105,000 S 
S 40,000 
Included in purchase price 
(80% of 25,000) 20,000 
Minority (20% of 40,000) 8,000 M 
Holding co.’s portion 
(80% of $15,000 earned) 12,000 S 
360,000 150,000 105,000 405,000 








From these working papers the following is prepared: 
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CoMPANY H anp Sussipiary S 


Consolidated balance-sheet—December 31, 1917 


Assets 
Current assets 
Cash 45,000 
Notes receivable 20,000 
Accounts receiv- 
able 60,000 
Finished goods 65,000 


Raw material 45,000 235,000 
Fixed assets 
Plant and equip- 
ment 140,000 
Goodwill 30,000 170,000 





405,000 





Liabilities 

Current liabilities 

Accounts payable 10,000 
Fixed liabilities 

First mortgage bonds 50,000 
Minority interest 

Co. S, 20% 28,000 
Capital stock and 

surplus 
Capital stock 200,000 
Surplus 117,000 317,000 





405,000 


The discussion of consolidated accounts will continue in the May issue. 





Smith & Brodie announce that the firm name has been changed to 
Smith, Brodie & Lunsford, certified public accountants, Lathrop building, 


Kansas City, Missouri. 





Charles B. Smith, C.P.A., announces the removal of his office from 
45 Broadway to 72 Trinity place, New York. 





Will-A. Clader, C.P.A., announces the removal of his office to 339 Land 


Title building, Philadelphia. 





Charles Jacobson, C.P.A., announces the removal of his office to 366 


Fifth avenue, New York. 
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